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PREFACE 


This book has been written to set forth the principles and 
practice of investment banking. No systematic exposition of 
this subject has heretofore been made in book form. Both 
among bankers and banking teachers the need for a general 
treatise has long been felt. It is hoped that the volume will 
supply to the investment banking community for use in its 
own instructional work, as well as to the college teacher of 
banking, a comprehensive and usable statement of the eco- 
nomic basis, the policies and the methods characteristic of 
this fast-developing branch of bankinjg. 

During the past few years, the teaching of banking has 
undergone a complete transformation. Not only has the num- 
ber of courses offered in academic institutions, as well as the 
degree of their specialization, been largely increased, but 
there has been a decided alteration of content as well as a 
considerable change of method. 

The older instruction in banking (so-called) , in which pre- 
dominant emphasis was placed upon the legislative and pub- 
lic aspects of the subject, and in which major attention was 
given to doctrinal points, has been largely superseded. This 
has not implied any reduction in the importance assigned to 
the earlier view of the subject, but has been the result of 
the great extension of the borders of the study. As in most 
branches of scientific inquiry, advance in knowledge has pro- 
duced a lessening of assurance or positiveness in dogmatic 
instruction, and has tended to defer the presentation of 
theory until the later stages of the student’s work. Discussion 
of policies applicable to the legislative treatment of banking, 
and analysis of prices and price movements are logically 
recognized as best presented to those who have already be- 
come acquainted with banking technique and procedure, at 
least in outline. 

Such a change, wherein first attention is given to fact-study 
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and to an understanding of procedure, would naturally 
broaden the general scope of the material presented to the 
student. "Banking” unavoidably becomes much more than 
the analysis or description of the actual' procedure of the 
commercial bank. It is seen as closely connected with other 
fields of economic thought, a basic analysis of “financial 
civilization,” and hence as a study which must orient itself 
in the general scheme of economic science. The result has 
been to broaden the field of what is called "banking” so as 
to include all phases of die process generically thus desig- 
nated; while at die same time the increasing attention of 
the commercial world to long-term financing and the secu- 
rity markets has helped considerably to supply a more ade- 
quate and mclusive body of data. Current business tendencies 
and changes have called for larger recognition of certain types 
of banking procedure, at the same time that scientific recon- 
sideration of material already available has pointed to new 
syntheses of banking data 

Among the specific fields indicated by these parallel factors 
of thought and experience as calling for separate description 
is investment banking. The field covered by, or included in, 
this subject comprises some topics formerly sporadically dealt 
with under such heads as Stock Exchange Speculation, Cor- 
poration Finance, Investment Analysis, and the like. It does 
not in any sense duplicate these older fields, or even include 
a principal part of the areas covered by them. Like the sub- 
ject of banking in its commercial aspect, which naturally 
presupposes some knowledge of accounting, business law, and 
general economic principle, investment banking makes use 
of previous studies in the field of speculation and stock mar- 
ket organization, of commercial law, of corporation finance 
and of banking itself. It is a synthetic treatment of material 
which, although always available, has not until lately been 
afforded combined presentation. 

The authors firmly believe, furthermore, that more inten- 
sive study of investment banking will necessarily occur in 
courses now devoted to the general field of investment, as 
well as in the banking curriculum. In the teaching of bank- 
ing, it has become common to stress the description of 
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banking institutions far more than the instruments of bank- 
ing, such as notes, checks, etc. In the teaching of investment, 
on the contrary, almost exclusive attention has been devoted 
to the instruments — various types of stocks and bonds — and 
altogether too little to the institutions by which they are 
evolved and sold. This volume aims to fill this gap, which is 
a real one since a growing number of students plan to enter 
the field of investment banking in one or another of its mani- 
fold phases. Their needs are not met by a cursory review of 
the more obvious characteristics of different classes of secu- 
rities from the viewpoint of the investor. 

Teachers of investment banking, like the early teachers of 
banking in the older sense of the word, have had to encounter 
serious obstacles growing out of the fact that their material 
was scattered, fugitive, and hard to present in compact form 
There are many valuable books dealing with investment, ac- 
counting analysis, corporation finance, and with the spe- 
cialized investment banking institutions such as trust com- 
panies, investment trusts and insurance companies. There are 
few in which the effort is definitely made to outline the 
general processes of investment banking which underlie all 
these institutions, and which condition their activity. In pre- 
senting the subject to classes, especially where such classes are 
too large to permit much detailed work in the library- 
laboratory, and especially in presenting it to students in the 
smaller institutions of the country where available current 
financial sources of information are fewer, the teacher has 
had to overcome increased difficulty. 

This volume is the outgrowth of experience at two uni- 
versities in which the subject is followed by classes often of 
considerable size. In presenting investment hanking to such 
classes during past years, it has been found needful to accu- 
mulate extensive notes for distribution to students, and to 
proceed largely by the assignment of library readings, in the 
absence of a general text covering the entire ground. Within 
the past two or three years, the question of consolidating 
portions of this material and giving it a more formal and 
available shape has been under advisement, and the book as 
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xii 

now published is the result. It is intended as a handbook for 
the use of students of investment banking 
In dealing with the subject, the authors have thought best 
to make the volume primarily descriptive and to reduce the 
discussion of theory to the smallest limits possible, while 
eliminating matter that was in any definite way controversial. 
Discussion of most of the fundamental problems of theory is 
thus left for the instructor and his students, the handbook 
providing merely a convenient basis for the descriptive out- 
lining of the field, with a few essential theoretic discussions. 
The data presented are chiefly well known, though it is 
thought that in some chapters it has been possible to furnish 
more nearly current accounts of methods and technique than 
are easily available elsewhere In preparing the chapters 
which relate to current practice, special care has been taken 
to "check over” the pages on these topics with practical 
investment bankers, and to compare them with recent or 
current discussions Valuable criticisms were received from 
Dr. Marcus Nadler of New York University, who read the 
entire manuscript. Dr William Howard Steiner contributed 
interesting material to one of the chapters. While there has 
been an equal division of work between the authors, they 
have collaborated at all points, and are jointly responsible 
for statements made and views expressed. 

With the purposes thus set forth, and the circumstances 
outlined, the volume is presented to the public. 

New York, H. Parker Willis 

October, 1929 Jules I Bogen 
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In issuing a revised edition oi Investment Banking, little 
needs be added to the explanatory statement of aims and 
methods already iurnished in the first edition. The purpose 
of the revised edition is to bring die discussion of the various 
topics down to date by taking account of the great changes 
in governmental supervision and legislative oversight intro- 
duced since the first publication of the volume. Some changes 
in practice, partly consequent upon the legislation already 
referred to, and partly the result of clearer recognition by 
the community of some of the necessities, as well as some of 
the obvious limitations, of investment banking, have likewise 
altered the background of the subject as far as die United 
States is concerned, with corresponding modification in the 
point of view in important particulars. 

It so happened that the financial panic of the year 1929 
came soon after the publication of Investment Banking. Dur- 
ing die ensuing period of depression and reconstruction, 
not a few widely accepted formulations of technique have 
been severely tested in practice; while the adoption of the 
Federal Securities Act in 1933 and die Securities Exchange 
Act m the following year, 1934, with the administrative 
regulations putting into effect the provisions of these laws, 
has brought into existence codes of conduct and practice 
dealing with fundamental investment banking technique that 
had previously been unknown. 

There is no reason to believe that the reorganization of 
investment banking thus begun has been brought to a close 
or perhaps has even reached its climax. However, the pre- 
vailing situation calls clearly for a restatement of investment 
banking methods and principles. 

In preparing the second edition, die authors have had the 
use of several competent studies of investment banking, in- 
cludincr some unmiblished material, prepared by the Secu- 
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rities and Exchange Commission. For this valuable aid we 
are under obligations to the Commission and to its chair- 
man, the Honorable James M. Landis. We wish also to 
make acknowledgment here for the numerous courtesies we 
have received from that body in connection with our re- 
quest for specific items of information. Valuable criticisms on 
portions of the manuscript were made by Dr. Raymond W. 
Goldschmidt, of Washington, D. C. Individual investment 
bankers and officials of the New York Stock Exchange have 
also helped greatly with information on pertinent points. 
New York, H. Parker Willis 

October, 1936 Jules I. Bogen 
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INVESTMENT BANKING-CONCEPT 
AND INSTITUTIONS 

Scope o£ Investment Banking 

The term investment banking has come into general use only 
within recent years It is now employed to designate a distinct 
phase or department of banking, which is characterized pri- 
marily by the fact that it is concerned with long-term credits. 

The old generic term of “banking,” on the one hand, has 
been broadened considerably to permit this inclusion, and, 
on the other hand, the concept has been more sharply limited 
and defined through division into the two departments of com- 
mercial and investment banking, the one devoted to short- 
term financing, and the other to the financing of long-term 
or capital requirements. 

The development of this distinction has assumed greater 
importance during the past few years, and has brought with 
it sharp differences of opinion as to the proper limitations of 
each, and the suitable relationship between commercial and 
investment banking. In nearly all economically advanced coun- 
tries, and in the United States particularly, the problem has 
arisen whether it is or is not desirable to have commercial 
and investment banking carried on through the same institu- 
tions. The panic of 1929 and the generally unfortunate ex- 
periences of banks from 1929 onward have led in various 
countries to the confirmation of an older or "classical” view that 
the two types of banking should be kept as independent and 
distinct, one from another, as circumstances would permit, and 
that whatever might abstractly be thought on the subject, there 
were, in practice, serious dangers from any close combination 
or union of the two types of financial activity. In the United 
States this view of the matter was one of the underlying princi- 
ples embodied in the Banking Act of 1933-, and received ex- 
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tensive discussion during the entire period that this act was 
under consideration, covering the years 1931-1933- By the terms 
of the Banking Act of 1933, a partial divorce of commercial 
from investment banking was required. However, subsequent 
events, as we shall see below, brought about a closer connection 
between the two types of banking than ever before, as bond 
investments came to dominate bank portfolios. For some time 
to come, it may be expected that a separation between com- 
mercial and investment banking will continue to be, in theory 
at least, an accepted canon of American banking management. 
The fact that this problem has been the subject of fundamental 
legislation on the subject rendeis more than ever desirable 
a clear cut reclassification of American banking functions and 
institutions. 

In its most primitive form, the bank merely receives and 
, safeguards the funds of the individual. In earlier days, this type 
of banking was well illustrated by the operations of the gold- 
smith bankers of England, who in the seventeenth century were 
the chief custodians of the public’s money in that country. In 
our own time, this type of banking is still carried on by safe- 
deposit companies which are formed by banks to rent space in 
safe keeping vaults to individuals and corporations. 

A step forward in the evolution of banking occurred when 
the bankers lent out at interest the funds which they received 
from the public. This added a vital feature to the banking 
process — the study and analysis of credit for the purpose of 
assuring the safety of the loan. The Lombard bankers in Italy 
and the German bankers in the Rhine cities cariied on lending 
operations, with both their own money and that of depositors, 
even in the Middle Ages. The bank thus became an intermedi- 
ary between the owners of capital who could not themselves 
use it productively and those who wished to utilize this capital 
in one form or another. 

A third step in the evolution of commercial banking was the 
issue £>y the bank of its own obligations in the form of notes 
or deposit credits, while the bank retained from its own funds 
j and those of depositors merely enough actual cash to assure 
1 its' ability ,to meet such obligations' on demand. Instead of 
■ merely handling the existing media of exchange, the bank 
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thus came to create such media. Instead of acting as an inter- 
mediary between those who are in possession of cash and those 
who wish to borrow it, the bank agreed to permit those who 
are in possession of any form of property or wealth to gain pos- 
session of buying power m the form of bank credit. With this 
property as the basis, the bank made loans which gave current 
purchasing power tg the borrower. 

As banking has developed, furthermore, it was inevitable that 
there should be marked differences in the rate of turnover of 
bank funds. Some deposits have a low rate of turnover — they 
are idle or almost idle awaiting the decision of their owner as 
to the way in which they shall be used. Other funds are active — 
constantly drawn against, and constantly rebuilt through new 
deposits. Where these two classes of funds and others represent- 
ing varying rates of turnover are held and carried by the same 
institution, there is likely to be a strong tendency toward their 
intermixture in use. 

The bank which feels the 'pressure of strong demands from 
borrowers who want funds for long-term uses to create capital 
goods is inclined to make such loans out of any resources it 
may have, regardless of whether they are constantly liable to 
withdrawal by their owners On the other hand, the bank 
which finds itself compelled to hold an undue amount of funds 
with slow turnover may allow itself to make advances for com- 
mercial uses that are not as well protected by the actual opera- 
tions of business as they might be. Accordingly, commercial 
banks have developed different departments such as those deal- 
ing with savings, trust funds, thrift accounts, and the like, and 
certain of these are more concerned with investment than with 
commercial banking; the division, however, is based upon the 
obvious requirements of bookkeeping and administration, 
rather than the essential nature of the use of the funds received 
by these departments. The bank carefully classifies its liabilities, 
but its portfolio of assets is not correspondingly classified. 

In the course of this evolution of technique there has been 
evolved a separate type of banking activity which only in recent 
years has developed into a distinct division of the credit system 
with a recognized individuality. Efforts to determine which type 
of banking first appeared in history would be fruitless, for 
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some of the most primitive banking operations recorded even 
in ancient times smack of both. Suffice it to say that investment 
banking has followed a line of development somewhat parallel 
to commercial banking. In its more primitive form, investment 
banking involved a loan of the capital of the investment 
banker, or that of a few clients, on a long-term basis to some 
sovereign. Such loans were common in Europe in the later 
Middle Ages and after, and were often represented by long- 
term securities. Now, however, the investment banker buys 
issues of securities from governments and corporations which 
desire capital, after he has made some analysis of the credit 
risk corresponding to the study of credit made by the com- 
mercial banker, and then he resells these obligations to others. 
In special fields of investment banking, an intermediate step 
may be taken, where the investment institution sells its own 
obligations to investors, advancing the proceeds to those who 
can utilize the capital. The mortgage bank and the investment 
trust are examples of these. 

Functional Distinction between Commercial and Investment 
Banking 

General usage would hardly sanction any single clear-cul 
and definite distinction between commercial and investment 
banking. The factor which is most frequently used in making 
rough practical distinctions between the two is that of time — 
commercial banking involving short-term advances ' * to ""bor- 
rowers, while investment banking involves long-term advances 
which generally are represented by negotiable securities. But, 
as will be seen below, other factors, such as the purpose of the 
loan, the character of the institution making it, etc., are also 
frequently to be considered in making a full distinction between 
these two concepts as they are customarily employed in current 
usage. 

Although there is no intrinsic reason why this must neces- 
sarily be the case, commercial banking institutions operate in 
the main through the system of deposit and discount, while 
investment banking is carried oh through the purchase of se- 
curity issues and their subsequent sale, at a profit, to investors. , 



CONCEPT AND INSTITUTIONS 


7 


Exceptions may be noted. Commercial paper may be bought 
and sold like securities; and commercial banks, after making 
short-term loans, may rediscount such paper with a Federal 
Reserve Bank. On the other hand, the savings bank, an invest- 
ment banking institution, receives deposits in much the same 
Avay as do commercial banks, but uses the proceeds to buy 
securities in the capital market and make mortgage loans. 
Furthermore, investment houses have been known to keep 
short-term securities purchased from issuing governments and 
corporations until their maturity, instead of selling them to 
others Hence, from the poim of view of method of operation, 
only rough and approximate distinctions can be made 

This distinction, however inadequate and approximate, must 
not be regarded on that account as any the less real and funda- 
mental. The fact that the community is not always willing to 
classify its banking practices does not of itself reduce the need 
for keeping these distinctions clearly in mind in the manage- 
ment of banks. The distinctions indicated above grow out of 
the essential nature of the banking business Successful bank- 
ing over long periods will invariably be dependent upon recog- 
nition of the necessity of adapting asset holdings to the nature 
of the liabilities incurred. 

In any case, it must be remembered that the two divisions 
of banking are closely related, and in practice one cannot be 
adequately understood without a knowledge of the other. Thus, 
one connection between the two is found in the fact that the 
commercial banke r is the cu stodian of the liqu id funds of the, 
community, so that when an individual wishes to put his money 
irlfo~investment securities to be purchased from or through an 
investment banker, he draws the amount he needs out of the 
commercial bank. Thus, inflation or deflation of commercial 
bank deposits profoundly affects the volume of funds available 
m the security markets It is also true that the commercial 
banker often finds it desirable, in order to keep his own re- 
sources at work, to purchase securities which are issued by an 
investment banker. A fuller discussion of the r61e of the com- 
mercial banks in the field of investment banking is given in 
Chapters V and VI. 
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Institutional Distinction 

In what has been said thus far, reference has been made to 
investment and commercial banking as distinct types of finan 
cial operations. But it is not possible to pick out or designate 
certain commercial banks as carrying on the one kind of bank- 
ing, and certain investment banks as carrying on the other. 
This clean-cut functional distinction is permissible for the 
purpose of clarifying underlying ideas, but it does not corre- 
spond to what is found in practice. It is, therefore, necessary to 
consider commercial and investment banking also from the in- 
stitutional viewpoint, and see how actual banking institutions 
carry on one, or the other, or boLh types of operations. 

For many years banking or financial institutions have existed 
which have carried on both kinds of banking concurrently; 
the practice prevails now perhaps more than ever. The evolu- 
tion of pure investment banking institutions on a large scale 
began with the stabilization of government credit in western 
Europe and the consequent growth of popular investment in 
government securities. This resulted in the formation of houses 
of issue, such as those of the early generations of the Roth- 
schilds. The vast development of corporate financing in recent 
decades has enormously expanded the field of operation of 
such firms in buying, selling and dealing in securities. At the 
same time, many institutions have exercised both commercial 
banking functions and some, or in a few cases all, of the in- 
vestment banking functions. Such institutions engage in whal 
is sometimes called “department store banking," a separate 
department in the organization frequently being created to 
exercise each separate function. 

In order to bring out more clearly this institutional over- 
lapping within these two fundamental banking functions we 
may survey briefly the principal financial institutions found in 
this country. These include: 

i. National Banks . — The national banking system was origi- 
nally organized as a commercial banking system primarily, but 
it gradually took on investment banking functions, particu- 
larly in the farming regions where a large part of country bank 
loans came to consist of long-term accommodations secured in 
one way or another by land, though such loans were nominally 
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not permitted by law. Bond investments by die banks and the 
receipt of savings deposits also became general without spe- 
cific legal sanction after 1900. The Federal Reserve Act granted 
a limited permission to invest in land mortgages, and the Mc- 
Fadden Act of February 26, 1927, greatly broadened the in- 
vestment functions of the national banks by permitting in- 
vestment of a large fraction of their time deposits in mortgages 
on real estate, and also by allowing them to enter the business 
of security issue and distribution. The McFadden Act furthered 
the combination of long-term and short-term banking. By en- 
couraging banks to acquire long-term assets, it increased the 
danger that they would get into a frozen condition. This danger, 
already apparent before the panic of 1929, became so evident 
as a result of the collapse that, at the end of 1930, Congress 
undertook the consideration of a new measure designed in part 
to rectify the error committed by the McFadden Act. In the 
Banking Act of 1933, adopted on June 16 of the latter year, the 
investment banking provisions of the McFadden Act were modi- 
fied. Member banks of the Federal Reserve System were for- 
bidden to engage in the underwriting and issue of corporate 
securities, although they were still allowed to continue the pur- 
chase and sale of such securities for the account of their cus- 
tomers and themselves However, as we shall see subsequently, 
the entry of the commercial banks deeper mto investment bank- 
ing was not really checked by this measure, as the bank port- 
folios later expanded to record proportions. 

2. State Banks . — The state banking systems were originally 
organized along lines paralleling those of the; National Bank 
Act They also have tended during recent years to develop an 
investment banking business. In fact, it was because they had 
led the way that national banks sought the modification of the 
National Bank Act in 1927. The provisions of the Banking 
Act of 1933 affecting investment security operations were made 
applicable not only to national banks, 'but also to state banks 
which were or might become members of the Reserve System. 
Some state legislation, as in New York, has been directed to- 
ward a closer examination of all institutions engaged m the 
business of taking and holding deposits, and this too has tended 
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to bring about a separation between commercial and invest- 
ment banking under state charters. 

3. Tiust Companies . — Trust companies organized under state 
laws were from the beginning chiefly designed to carry on an 
investment banking business by managing the investment funds 
of others. At first, they devoted themselves primarily to the 
management of the property of clients establishing trusts, but 
many of them in the course of time, developed commercial 
banking departments so large as to dominate the rest of the busi- 
ness, while national and state banks have been authorized to 
conduct trust business on a broad scale. The framers of the 
Banking Act of 1933 considered the question of separating the 
trust departments and the performance of fiduciary functions 
from commercial banking, but the change thus involved was 
deemed too extreme. 

4. Savings Banks . — Savings banks, either mutual or stock, are 
recognized as investment banking institutions that receive de- 
posits from the community on a time basis and use them to 
make loans on real estate, as well as to buy other securities 
allowed by law. Legal limitations prevent them from going into 
commercial banking. From 1927 onward, there was a strong 
tendency in many states to broaden the classes of securities 
which might thus be purchased by the savings banks. This has 
now been succeeded by an opposite tendency looking in the 
direction of closer classification of savings bank assets and a 
restriction of the kinds of securities that may properly be pur- 
chased by such banks. 

5 ' Mortgage Banks . — Mortgage banks, best represented in the 
United States by the Federal Farm Land Banks, devote them- 
selves to the financing of agricultural and real estate develop- 
ment. They sell securities to raise funds to be used in this way, 
and thus constitute a highly developed, albeit narrowly special- 
ized, type of investment banking institution. Jhe building and 
jfi 2 S~ 353 Saa£iQB is a special, but very important, variant of the” 
mortgage bank. The business of such building and loan associa- 
tions has grown rapidly of recent years, but the failure to under- 
stand the necessity for proper separation between long- and 
short-term obligations has, in a good many cases, resulted in the 
taking on of liabilities' that could not be satisfied. Accordingly, 
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in many states where building and loan associations have sought 
to broaden their operating methods, they have found it .neces- 
sary to work back into their traditional field — a process of devo- 
lution which in some cases has been extremely painful. 

6. Investment Houses. — The investment house, sometimes 
called the bond house, devotes itself exclusively to investment 
banking operations in most instances. The following chapter 
is devoted to a full discussion of this class of institution, which 
supplies investment securities for purchase by other financial 
institutions or individual investors. The Banking Act of 1933 
prevents such organizations from maintaining a private deposit 
banking business, which several of them had conducted pre- 
viously. 

7. Brokerage Houses and the Stock Exchanges. — These or- 
ganizations buy and sell already issued securities, thus making 
a market for them. They facilitate the distribution of securities, 
and constitute a highly important cog in the investment bank 
ing machinery. 

8. Investment Trusts — Investment trusts are organizations 
which issue their own securities for the purpose of raising capi- 
tal with which to buy other securities. They thus act as securi- 
ties substitution companies and, as such, facilitate the invest- 
ment' banking process. 

9. Other Institutions. — A variety of other types of institu- 
tions may be properly classified in the investment banking field, 
although not always thought of in that connection. Thus, insur- 
ance companies are properly grouped as operating on the .de- 
mand or buying side of investment banking, since they are large 
buyers and holders of investment securities which they pur- 
chase in order to keep the funds of their policyholders profitably 
employed. Large business corporations and eleemosynary insti- 
tutions are also frequently large-scale security buyers, thus con- 
stituting important factors in the investment banking business. 

From the brief descriptive accounts just afforded, it is pos- 
sible to reclassify Ameiican financial institutions on the basis 
of the functional banking activities they perform, as follows: 

1. Institutions engaged primarily in commercial, and sec- v 
ondarily in investment, banking 1 national banks, state banks 
and most trust companies. The sharp rise in bank bond hold- 
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ings in the last few years would, if permanent, modify this 
condition to some extent 

2. Institutions engaged primarily in investment banking, but 
with commercial banking as an important auxiliary: some trust 
companies. 

3. Institutions engaged m investment banking pure and sim- 
ple. investment houses, savings banks, mortgage banks, invest- 
ment trusts and brokerage houses. 

This reclassification is necessarily imperfect, owing to the 
varying degree in which different institutions engage in the 
investment banking business From time to time individual 
institutions change the scope of their operations and take on 
new functions or slough off others. On the whole, however, 
the investment banking structure of die United States is tend- 
ing to assume a definitely organized form, notwidistandmg the 
fact that the tendency has been in the direction of uniting com- 
mercial and investment banking functions under the same in- 
stitutional control. While the same institution may do both 
kinds of banking, the underlying functional difference is under- 
stood and allowed for by departmental organization or other- 
wise, so that it may be fairly said that there is today a much 
more distinct functional separation of the two types of banking 
than in the past. As has already been seen in preceding para- 
giaphs, this functional separation is today to a degree a basic 
element in banking law here and abroad. 

The Capital Market 

The buyers and sellers of securities taken together consti- 
, tute what is often loosely defined as the capital market. All of 
the institutions connected with investment banking, as de- 
scribed above, therefore constitute factors in the capital market. 
The capital market is often distinguished from the money mar- 
ket. The latter includes buyers and sellers of short-term cred- 
its, including loans, commercial paper, acceptances and govem- 
'ment obligations of short date. 

The term investment banking, which at times is used in a 
narrow sense to signify only the purchase of securities from 
their original issuers and their sale to all types of investors, 
institutional and individual, is to an increasing extent being 
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expanded to include the operation of the entire capital market 1 
This is quite proper, as the mechanism which has been evolved 
to take care of and direct the flow of long-term capital is com- 
plicated, and so closely interlocked in its various elements that 
it can best be studied as a whole. 

As a preliminary to a study of the investment banking insti- 
tutions which together constitute the main factors in the capital 
market, we may consider in a general way the character of the 
demand for capital which comes on the market. 

Commercial vs. Investment Borrowers 

The major factor which determines whether a business enter- 
prise shall enter the money market or the capital market to 
meet its needs for funds is usually the length of time for which 
an advance is required, although numerous exceptions to this 
generalization can be cited. However, there are certain pur- 
poses for which resort is almost invariably made to the capital 
market where this is feasible Among these are the purchase of 
expensive items of fixed capital, such as plant and equipment, 
or the raising of a minimum amount of permanent working 
capital to relieve the business from chronic reliance upon the 
banks. Repayment of maturing long-term indebtedness is an- 
other purpose for which corporations frequently enter the 
capital market. 

The commercial borrower generally seeks funds for tempo- 
rary purposes, such as seasonal expansion of his inventories to 
carry him through a busy period in his business, or the antici- 
pation of trade liabilities for the purpose of gaining cash dis- 
counts. The special or seasonal nature of commercial banking 
operation is emphasized by the fact that the customer of the 
commercial bank is expected to pay off or "clean up” his obliga- 
tions to it at stated intervals, when such demands are supposed 
to have passed over It often happens, however, that such a cus- 
tomer gradually falls into the habit of being more or less per- 
manently indebted to the bank, paying off one note by the issue 

1 The term "investment banker,” on the other hand, is generally confined in 
current parlance to one whose business it is to buy security issues for resale 
Brokers would Lhus be excluded irom tins appellation in its narrow sense, as 
would also savings bankers, mortgage bankers, trust company officers, etc 
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of another. His borrowing then ceases to be seasonal and be- 
comes permanent or semi-permanent. He has thus become a 
prospective customer for investment banking accommodation, 
owing to the change which has taken place in the character of 
his credit requirements. 

Too often the commercial bank fails to tecognize this gradual 
change in the character of its customers. It allows them to be- 
come dependent upon a continuous loan, which is regranted 
each time it matures. A bank which permits its loans to get out 
of hand in this way may find itself in a frozen condition, unable 
to meet demands for deposit withdrawals. This is one reason 
why many commercial banks organized their own investment 
banking departments or established affiliates for the purpose 
during the first three decades of this century. Through these, 
the customer of the type under consideration became an ap- 
plicant for investment credit and received his accommodation 
from the capital market. He was thus able to pay off his in- 
debtedness to the bank from which he originally borrowed, re- 
taining only a deposit account with it for the sake of banking 
service, and borrowing at most only such part of his require- 
ments as were of a purely seasonal and hence commercial credit 
variety. 

The new banking legislation of 1933 has prevented such a 
direct invasion of investment banking by the commercial banks. 
However, if commercial banks continue to make frozen loans 
and buy long-term securities, the change effected by this statute 
will be more, nominal than real. 

A still different type of customer is the borrower who wishes 
to obtain funds for an intermediate period of from six months 
to three years. Such a borrower might, in certain circumstances, 
obtain accommodation from the commercial bank on the basis 
of his statement, and the bank might carry his loan along, either 
through renewals promised under lines of credit or, where legal 
restrictions permit, with actual loans running for the full pe- 
riod of the borrowing. Alternative accommodation is afforded by 
a resort to the investment market with short-term or serial 
notes. 

In the past, American banks have too often encouraged this 
kind of borrowing in the confident belief that, whenever neces- 
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sary, such borrowers could be shifted into the investment mar- 
ket and their credits thereby liquidated. It has frequently been 
found, however, that confidence in the ability to make this 
shift, although well enough warranted at first, has proved un- 
warranted when a critical moment arrived. Outside influences 
affecting credit and money market conditions may so alter the 
attitude of investors that it will be out of the question to get 
them to take up such obligations when offered to them, even 
when the terms are very favorable. Thus, the bank not infre- 
quently has found itself obliged to protect the customer whom 
it had tolerated in the expectation that when necessary it 
could eliminate him. This situation is not always the result 
of a lack of definite lending policy on the part of the bank. 
Sometimes it grows out of the fact that the borrower himself 
is not clear in his own mind as to the nature of his own finan- 
cial needs 

Often the borrower may be uncertain as to which type of 
bank he should use for his financing. In such borderline cases, 
the question of comparative cost may become the guiding 
factor. At times of rising security prices, such as prevailed dur- 
ing most of the third decade of die century, corporations prefer 
to sell bonds and stocks, and thus gain independence of the 
banks even for seasonal and special working capital needs. On 
the other hand, in times of low security prices and high yields, 
such as the war period, the banks may be called upon to do a 
good deal of financing, much of it designed to raise funds, di- 
rectly or indirectly, for fixed capital purposes. It was the large 
amount of bank borrowing for such non-liquid purposes which 
accounted in part for die 1920-1921 deflation period. 

A similar situation developed in the period before and after 
1929, although many of the frozen bank loans at that time were 
incurred on what was originally meant to be a temporary basis, 
in anticipation of capital flotations that were never consum- 
mated because the markets turned downward. Apparently, the 
experience of a short decade before had not impressed upon 
the minds of the financial community the lessons which should 
then have been learned. Partly, this reflected a belief that funda- 
mental economic conditions had altered, and that a “new era" 
had set in which had changed the underlying canons of finance 



16 


INVESTMENT BANKING 


and banking. The collapse of the financial markets in the period 
following die 1929 panic, and die effort to liquidate commit- 
ments which followed it, showed that a very large percentage 
of bank assets had actually assumed a fixed capital form. This 
did not mean diat the commitments so made were necessarily 
bad, but merely diat diey could not be realized upon on any 
large scale when and as desired. Of the numerous bank failures 
which followed the panic of 1929, it is probably safe to say that 
a majority were the result not of bad judgment in the use of 
lunds, if long-period standards be applied, much less of dis-' 
honesty — but that they were the result of misplaced confidence 
in the ability to sell to others, and thus to liquidate, securities 
and enterprises which were thus made the basis of long-term 
or capital credits. 

Limitations of the Capital Market 

There are certain definite limitations on the efficacy of the 
capital market as a channel for financing business enterprises. 
Perhaps the greatest one is the fact that it is not available for 
small enterprises in the large majority of cases. The commercial 
bank, since it means to keep in its own portfolio the paper 
which it takes from its borrowing customers, must merely be 
convinced itself of its goodness. The investment house, on the 
other hand, must also convince its clients that such is the case, 
for it wants to resell to investors the securities it purchases. This 
reselling function involves considerable effort and expense, and 
hence it will not be undertaken unless the issue is large enough 
to absorb this expense and yield a profit nevertheless. A loan 
of $50,000, for example, is a fair-sized piece of business for a 
small bank; but an investment banker can hardly afford to 
undertake to advertise and sell a stock or bond issue of this 
size. Only where such smaller loans can be reduced to a uni- 
form basis and handled on a large scale by special institutions, 
as in the mortgage banking business, does the small borrower 
enjoy anything like the position of the large one. 

Another factor which operates against the small business in 
the investment banking field is the fact that the large company 
is already well known to investors through other contacts, and 
information concerning it is available in financial manuals and 
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other easily accessible places. Thus, the initial sales of securities 
ol the Dodge Brothers’ automobile manufacturing enterprise 
to the public in 1924 was not a particularly difficult matter, 
since the company alieady had a nation-wide reputation 
among buyers of cars. A company like the Great Atlantic &: 
Pacific Tea Company similarly can introduce its securities to 
the general public on a favorable basis and with little diffi- 
culty. But the investor generally hesitates for a long time before 
purchasing securities of small local enterprises about which he 
has never heard. 

The Demand for Securities 

We have thus far considered the relation of the borrowing 
government or business enterprise to the capital market, and 
the conditions under which access to it is sought. There are 
several channels through which the funds of investors are di- 
rected into the capital market, where they constitute a demand 
for securities. 

In the simplest case, the investor merely purchases securities 
from an investment house which has originated them and is 
selling them for a profit. Such direct investment has always as- 
sumed relatively large proportions, but it would be difficult 
to estimate the share it represents in the placement of new 
security issues. It has, at times of active popular interest in 
securities, been estimated that about half of all issues are ab- 
sorbed in that way; but in a year like 1935 or 1936, when indi- 
vidual investors generally were quite cautious, the proportion 
of new offerings placed directly with them was relatively small. 
Institutional investors then constituted the chief market fot 
most new flotations. Enterprises which sell new stock to their 
own shareholders of course depend primarily on individual 
investors. This direct investment may also consist in the pur- 
chase of already outstanding securities from their former hold- 
ers, thus placing in the hands of the latter buying power with 
which to purchase new issues in their turn if they see fit. 

But many investors do not care to undertake the difficult 
function of choosing securities for investment, nor do they want 
to incur the further task of caring for them and watching condi- 
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tions affecting their value in the future. The simplest course 
for the investor is to deposit his savings in a savings bank which 
promises to pay back such sums on due notice and then pro- 
ceeds to invest them conservatively and pay a moderate rate of 
interest. The savings bank thus constitutes an intervening ele- 
ment between the issuer of securities and the investor, per- 
forming a number of services for the latter in keeping and 
profitably using his funds. Also, a special measure of safety 
for the principal of the investor is thus assured. 

Where the investor seeks a higher rate of return without as- 
suming more responsibility for the management of his funds, 
the investment trust device may be used . 2 This type of institu- 
tion sells iLs own securities and utilizes the proceeds for in- 
vestment. As it does not make any promise of repayment on 
demand, or after short notice, of funds left in its custody, the 
investment trust is free to adopt more speculative policies m 
the management of its funds Mortgage banks constitute similar 
institutions operating under special laws in the field of agricul- 
tural and real estate finance. 

Finally, individuals place their money with institutions that 
are formed primarily for other purposes, but which never- 
theless gather large sums which they must invest. The insurance 
company and eleemosynary institutions are in this class. 

Types of Investment Banking Institutions 

There are a number of different types of institutions per- 
forming their own particular functions in the capital market, 
as has already been indicated. The first part of this book is de- 
voted to a detailed description of their organization and opera- 
tion. 

The investment house will first be considered, for, as the se- 
curity middleman, it is the core of the investment banking sys- 
tem. Taken together, these organizations originate new security 
issues .through purchasing them from governments and corpora- 
tions that seek to raise funds in the capital market. After the 

•Freedom from management responsibility should not, however, be confused 
Wfth t^e safety fa'ctor. Investment trusts may do well or poorly, and the investor 
m,u$t often! give. such commitments close attention, 
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investment house, we shall consider the brokers and the stock 
exchanges, which furnish a market for these securities after they 
have been issued. 



Fig. i. Chart of the Investment Banking System 


This chart shows in schematic form the movement of capital from investors to 
corporations and governments which sell theii securities. Funds flow from 
investors through investment houses to the user of capital. Part of these funds 
comes to the investment banking house through investing institutions and insti- 
tutional investors. Another part goes into aheady issued securities, but the 
proceeds of the sale of such securities will, to a large extent, go into new 
security issues. 

After these two broad classes of investment banking institu- 
tions, consideration will be given to two other major groups of 
organizations which devote themselves to purchasing invest- 
ment securities for others. First, there are the specialized in- 
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vesting institutions, such as the savings bank, investment trust, 
trust company, and mortgage bank. Secondly, there are insti- 
tutions which are formed primarily for some other purpose, but 
which incidentally carry on large-scale security-buying opera- 
tions because of the vast funds they accumulate in the course of 
their other activities. The insurance companies, commercial 
banks, eleemosynary institutions and large business corpora- 
tions all fall within this class. 

This institutional framework of the capital market is out- 
lined in Fig. 1, which seeks to summarize briefly the position 
of the various types of institutions which have been developed 
to facilitate the investment of the savings of the public in the 
securities of governments and corporations that turn to the 
capital market for funds. 

Institutional Transition 

It is worthy of renewed emphasis that the classification of in- 
vestment banking establishments cannot be sharply made ac- 
cording to any logical line of division drawn between institu- 
tions performing distinctly separate functions. Functions, as we 
have noted, are exercised today in combination with one an- 
other, and the degree of this combination varies a great deal 
even over very short periods of time. 

This is another way of saying that the form and types of in- 
vestment banking constantly pass through transitional phases 
New functions and duties are being assumed from time to time 
by existing institutions. For example, national banks are tak- 
ing up fiduciary duties. Other institutions are sloughing off 
functions which they have exercised in the past, but which have 
been found incongruous, unprofitable, or in conflict with the 
law. The result is to bring about a far-reaching and constant 
modification of financial relationships. 

The years since the close of the World War have witnessed 
striking transformations among both the banks and the other 
financial institutions of the country. During the post-war 
decade, there was a marked tendency to assume new functions 
and to branch out into unaccustomed fields that led to a great 
mixture of banking duties, with corresponding danger. Sub- 
sequently, efforts have been made to disentangle fi n anc i a l rela- 
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tionships and to simplify the nation’s banking structure. Fur- 
ther segregation of functions is now under active debate, as we 
shall see. There is always a tendency, except in boom times, to 
modify our institutional structure along lines which have been 
indicated as safe and constructive by experience. Meanwhile, 
there is a very large field within which difference of opinion 
may be successfully sustained by argument as to the shape our 
financial system should assume, and in which final conclusions 
will be arrived at only upon an empirical basis. 

In addition to these fundamental changes that are taking 
place in the entire structure of investment banking, still an- 
other striking development is to be seen in the organization of 
new types of institutions whose place is still to be definitely 
determined One such has been afforded by investment trusts 
since the close of the World War. Although the latter insti- 
tutions had previously been but little known in the United 
States, they assumed an important place soon after the war, 
while at the same time they developed along lines that gen- 
erally were quite unexpected. Instead of being, like their 
British prototypes, relatively conservative investors in securities 
purchased for the "long pull,” they became quite speculative 
for the most part, shifting their portfolios constantly, often- 
times in accordance with some untenable theory of the busi- 
ness cycle, or merely haphazardly. Before 1929 they figured 
largely also in the call loan market, their offerings of funds 
being an additional disturbing factor in the efforts to control 
credit. Since the panic of 1929 they have again entered a new 
phase, having been largely reduced in number and now being 
more conservatively operated It seems certain that this process 
of growth and change will continue for some time not only 
among investment trusts but among financial institutions 
generally. 

The theoretical bearings of this transitory character of the 
present situation need to be noted. Some have taken it for 
granted that because the investment banking structure was by 
no means complete or final, it was not possible to develop a 
satisfactory theory of investment banking, much less a definite 
description of its practice. Theie would seem to be little basis 
for any such attitude. The technique of many phases of invest- 
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ment banking has actually attained a practically stereotyped 
form, at least in its fundamentals. In the same way, the basic 
principles of investment as a process are, both from the indi- 
vidual and the institutional points of view, becoming increas- 
ingly well recognized. They are not likely to change essentially, 
even though there should be further important modifications of 
the capitalistic system which has brought them into existence 
The capitalistic system is characterized by a particular process 
for the saving, transfer and use of capital; and whatever changes 
may be brought about in its motive or purpose, there has as* 
yet been no practical suggestion of a change in the basic tech- 
nique of carrying on this most fundamental of economic func- 
tions. It is, therefore, entirely reasonable to express definite 
opinions regarding the theory and practice of investment, and 
to do so with substantial assurance that the underlying factors 
upon which such views rest will not be materially altered in 
the near future. The point at which nothing final can be said 
and no conclusive opinions expressed is in neither of these 
matters, but is found mainly in the institutional organization 
of the investment banking system. That can be outlined only 
as a contemporary matter. 

A discussion of the theory of investment banking, therefore, 
must be developed largely independent of the particular types 
of institutions by which it is carried on, and with a view chiefly 
to indicating the processes and methods underlying institutional 
organization. The latter is important from the immediate stand- 
point of practical observation. Because, however, it is subject 
to constant change, the more important analyses of investment 
banking relate to principles and methods, though they neces- 
sarily are represented as being carried out by institutions whose 
character and form pass through continuous alteration. These 
fundamental principles and practices are treated in Parts II 
and III of this volume. 

A body of principles relating to investment banking is stead- 
ily developing and has already assumed in many respects a 
definitive form. Some portion of the body of doctrine on the 
subject is still undoubtedly in the form of mere generaliza- 
tions of practice which have yet to undergo tire test of analysis 
and criticism before they can be accepted as in any sense ulti- 
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mate statements of fundamental theory. Still other statements 
which are frequently put forward as representing the theory or 
principles of investment banking must be regarded as essen- 
tially transitory, growing in some cases out of current legal 
requirements, and in others being the product of the imme- 
diate institutional organization of investment banking. In still 
other cases, the so-called principles of investment banking will 
necessarily call for restatement or for adaptation, as institu- 
tional organization enters upon new phases. 

.While these limitations must be constantly borne in mind 
in dealing with die subject, investment banking has, neverthe- 
less, reached the point at which it deserves recognition as a 
definite branch of banking, with a set of underlying ideas and 
a technique which are peculiarly its own. We shall now seek 
to state these ideas and to relate diem so far as practicable to 
the conduct of investment banking institutions. 
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Chapter II 

INVESTMENT MIDDLEMEN— THE 
INVESTMENT HOUSE 

The Securities Business 

The present-day organization of society is often termed capi- 
talistic, because its most typical feature is the aggregations of 
capital goods — machines, railroads, power plants, etc. — owned 
by large business organizations. In the United States we now 
have more than a score of individual enterprises which report 
that they have in excess of a billion dollars of fixed assets. But 
moderate-sized as well as these large companies must raise capi- 
tal publicly. Not being equipped to reach the widely scattered 
investment market, they must appeal to middlemen who have 
developed an organization that is ready and able to gather the 
funds of thousands of investors. 

These middlemen are often defined as “investment bankers” 
in a more narrow sense. They constitute the nucleus or central 
factor in the capital market. On the one hand, they gather the 
funds of the community, either directly from investors or 
through intermediate institutions presently to be described, by 
selling them securities. On the other hand, they establish con- 
tact with those in need of this capital, and direct the stream of 
new capital to the most promising channels. 

In view of the fact that commitment of capital for invest- 
ment purposes is to cover a long period of time, it is necessary 
to evidence it in transferable form, so that the investor may 
realize upon his investment, should he need the cash for some 
other purpose . 1 Under legal safeguards, therefore, governments 

‘While the issuance of securities was not unknown in ancient Greece and 
Rome, and negotiable bonds were issued by the Venetian State in the twelfth 
century, large public security markets came into existence only with the growth 
of corporate enterprise after the middle of the eighteenth centuiy. The corpora- 
tion became the favored form of organization for large enterprises because of 
the limitation of liability to the shareholder which it accorded, and thus it 
24 
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and corporations issue negotiable securities. These take the 
form either of bonds — evidences of debt — or shares of stock — 
which evidence fractional ownership in the assets of a corpo- 
ration. 

The relatively large issues of securities put out by many 
corporations lend themselves readily to modern merchandising 
methods by middlemen. An issue of bonds of the Consoli- 
dated Edison Co., for example, can be sold like any other trade- 
marked article of commerce; it is known and demanded by 
thousands of prospective buyers. The better and more favor- 
ably known the issuer, the less "sales resistance” will be en- 
countered in disposing of its securities. This is because the 
credit of the company has become established and "seasoned” 
through extended favorable experience by investors with its 
securities. The investment banker’s problem of distribution 
differs in various important respects, but not essentially, from 
that of other merchants. 

Security middlemen, buying entire issues on the one hand 
and distributing them to numerous investors, large and small, 
institutional and individual, on the other, normally handle the 
bulk of new security issues other than those of the federal 
government. However, their services are often dispensed with 
in the sale of new stock by large corporations which make direct 
offering of the shares to old stockholders on a pro rata basis. 
The reason for this is partly of a legal nature. Each share of 
the capital stock of a corporation represents a fractional interest 
in the equity existing over and above the debts of the enter- 
prise, in 'the earnings and the voting power. The corporation 
laws of a number of states require that new issues of capital 
stock must first be offered to the old stockholders, and only if 
they refuse or contract themselves out of the privilege of sub- 
scribing can the stock be offered on the same terms to out- 
siders. Investment houses, if used at all in such cases, merely 
guarantee or underwrite the sale, by buying shares not taken 
up by the corporation’s shareholders. In addition to this legal 
"preemptive right,” expediency may suggest the sale of a new 
issue of shares to existing stockholders of the corporation. 

came about that the bulk o£ security issues, other than those o£ governments, 
have been those of corporations. 
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Hence, in the case of a common stock offering, the role of the 
investment banker is frequently limited to the guarantee or 
underwriting of its purchase by existing shareholders, whereas 
bonds are almost invariably sold through investment banking 
houses which offer them to the public. 2 Because most of them 
handle chiefly bonds, these investment banking houses are often 
called bond houses, although practically all of them now han- 
dle preferred stocks, and not infrequently issues of common 
stock as well. 

The bulk of the funds raised in the American capital market 
by corporations is obtained, in the first instance, from these 
middlemen, the investment houses. Every year these organiza- 
tions put out billions of dollars of new securities. They are in 
the investment banking field what the ordinary commercial 
bank is in the field of short-term financing — they gather the 
capital of the nation and make it available to those able to 
put it to work profitably. In their method of operation, how- 
ever, they are fundamentally different, in that they deal in 
negotiable securities that are generally known and can be 
bought and sold with ease; whereas, as we have seen in the 
previous chapter, the commercial bank normally holds the 
paper which represents its individual commercial loans to ma- 
turity. The short term of these advances and the specialized 
knowledge of each borrower’s affairs required make the devel- 
opment of a public demand for individual commercial obliga- 
tions impracticable. 

Kinds of Investment Houses 

As in all branches of marketing, there has been a consider- 
able degree of specialization among security-selling houses. The 
broadest classification on the basis of function is into the three 
groups of wholesalers, combined wholesalers and retailers, and 
“dealers,” or smaller retailers. Within each of these groups, 
individual firms exercise a varying degree of specialization, 
some dealing in all kinds of securities, and others specializing 
•In several states, the sale of convertible bonds or bonds with warrants at- 
tached to buy common stocks at fixed piices must be made fust to shareholders 
because o£ an extension o£ the legal doctrine of the preemptive right to such 
securities, 
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narrowly in one or more industries, such as railroads, utilities 
and real estate bonds. 

There are but a few exclusively wholesale general invest- 
ment houses, the most prominent including Morgan Stanley 
& Company, and Kuhn, Loeb & Company. Other important 
wholesalers have found it necessary or profitable to supple- 
ment their buying or originating activities with retail selling 
and other activities. The wholesaler relies primarily upon large 
retailers and the smaller dealers for distributing securities, 
several of them having a list of retailers usually associated 
with them in selling their new offerings — a so-called “syndicate 
list” — numbering up to 1,000 at times. 

Most of the larger investment houses of the present day are 
combination wholesalers and retailers. They both buy, alone 
or with others in a purchase group, entire issues of securities, 
and sell them to the ultimate "consumers," either individual 
investors or institutions. On many recent bond issues, members 
of the purchase group have themselves accounted for over half 
of the retail distribution. 

Wholesale investment dealers may perform this function 
either as originators, in which case they make contact with the 
issuing corporation or government and head the purchase group 
organized to underwrite the issue, or as members or participants 
in the purchase group. The volume of security issues that lead- 
ing wholesalers handled in a year of relatively moderate invest- 
ment banking activity, *935, is shown in the table on page 28. 

Retailers may obtain securities to sell from new issues either 
by joining a selling group, which does the actual work of dis- 
tribution, or by obtaining a dealer’s allowance that is usually 
provided for in the sale of new issues. This allowance will 
vary from a slight fraction of one per cent to a much larger 
discount from the public offering price of the new issue, de- 
pending upon the quality of the issue, the state of the capital 
market, etc. 

The retailers consummate their sales chiefly through indi- 
vidual salesmen, who make contact with individual and insti- 
tutional investors and are compensated directly or indirectly in 
proportion to the volume of their sales. In order to obtain 
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Table i. — Banking House Participations in Registered Issues, 1935“ 


Stocks and Bonds (000 omitted) 



Participa- 
tion as 
Purchase 
Group 
Member 

Participa- 
tion as 
Manager 
or Co-man- 
ager of 
Purchase 
Group 

Total 

Participa- 

tions 

1. First Boston Corporation (New York City) 

$ 1 13. 473 

* 99,997 

$ 213,470 

a. Kuhn, Loeb & Co. (New York City) . 

3. Brown, Harriman & Co. Inc. (New York 

38.750 

“3,153 

151,903 


137.582 

7,760 

145,34a 

4. Edward B. Smith & Co, (New York City) 

76,939 | 

49,460 

126,399 

5. Blyth & Co. (New York City) 

79, 1 4 ! 

36,684 

105,825 

6 SalomonBros.&Hutzler (New York City) 1 


93,00b 

93,000 

7. Field, Glore & Co. (Chicago) 

5a,9“ 

10,918 

63,829 

8. Lazard Frercs (New York City) 

41 ,6a8 

30,400 

62,028 

57,038 

9. Dillon, Read & Co. (New York City) . . . 

15,920 

41,118 

to. Morgan Stanley & Co. (New York City) • 

4,975 

50,792 

55,767 

II. Kidder, Peabody & Co. (New York City) 

53,497 

2, 061 

55,558 

1 a. Bonbright & Co. Inc. (New York City) . 

28,923 

84, a 08 

53,>3> 

13. Halsey, Stuart & Co. Inc. (Chicago) . . . 

23,494 

23,104 

46,598 

14. Lehman Bros. (New York City) 

25, a 68 
36,004 

30,696 

45,964 

15. Lee Higginson Corp. (New York City) . 


36, 004 

16. E. H. Rollins & Sons, Inc. (New YorkCity) 

35, 150 

' 817 

35,967 

17. Hayden Stone & Co. (New York City) . 

21,430 

>3,127 

34,557 

18 Dean Witter & Co. (San Francisco) .. . . 

19 Stone & Webster & Blodgett, Inc. (New 

32,330 

1,450 

33,78o 

York City) 

23,924 

10,35a 

33,376 

ao. White, Weld & Co. (New York City) . . 
ai. H. M. Byllesby Sc Co. (Chicago) 

| 30, 158 

312 

30,470 

28,040 


28,040 

aa. W. C Langley & Co (New York City) . 

18,565 

8,800 

37,365 

33. Coffin Sc Burr, Inc. (Boston) 

15,041 

8,658 

23,699 

24. Spencer Trask & Co. (New York City). . 

19,076 


19,076 

35. W. E. Hutton & Co. (Cincinnati) 

10,273 

8,650 

18,923 

36. Goldman, Sachs & Co. (New York City) 

>3,553 

4,900 

. >8,453 

37. Paine, Webber & Co (Boston) 

10,731 

7,300 

>7,931 

a8. Hornblower & Weeks (Boston) 

6,049 

11,250 

>7,299 

29 Mellon Securities Co (Pittsburgh) 

15,140 


15,140 

30. F. S. Mosely & Co. (Boston) 

*31 W. R Staats Co. (Los Angeles) 

13,04a 

10,865 

1,000 

14,04a 

10,865 

3a. Cassatt & Co. (Philadelphia) 

8,848 


8,848 

33. Hemphill Noyes & Co. (New York City) 

2,215 

2,063 

4,278 

34. Wertheim & Co. (New York City) 

3,800 

3,800 

" Total 

*1,045,725 

$661,930 

*>,707,655 


« Includes nil houses which had total participations of more than $10,000,000 in distribution of bonds 
or more than $s, 000,000 in distribution of stocks 

4 The total participations of this house comprise two issues which it distributed as selling agents. 

• This company was not formed until September 16, 1935. 
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ider coverage, branch offices are maintained by a number of 
vestment dealers. 

5gal Restrictions 

Until 1933, almost any Lype of financial or business organ- 
ition could participate in the security-selling business. The 
nef exception, indeed, was the life insurance companies. As 
result of the New York State investigation of 1907, such 
stitutions were barred from underwriting. 

Nevertheless, up to the World War period, the investment 
inking business was conducted chiefly by specialized firms, 
veral of which combined their wholesaling and retailing secu- 
ty business with private deposit banking, the acceptance and 
immercial paper business or some related activity. In the 
icade of the ’twenties, however, the security business was 
vaded by security affiliates of commercial banks, which for a 
ne seemed destined to dominate it. 

Not being authorized specifically by federal banking law 
engage in the security business until 1927, and for the most 
irt not having the authority to buy stocks or to underwrite 
lole issues of securities in any event, commercial banks re- 
rted to indirect means to participate in the larger profits held 
it by the wholesale and retail security business in the war 
Ld post-war period. They organized separate corporations 
ider state law. 

These corporations enjoyed virtually unlimited powers. They 
ised their capital as a rule by an operation under which the 
ickholders of the parent banks automatically bought shares 
the security affiliates pro rata. These shares were usually de- 
isited with a trust company for the benefit of the stockholders 
the bank, so that identity of ownership and management was 
sured. Additional funds needed by the affiliate would then 
: obtained through borrowing from the bank. In a few cases, 
e same result was attained through printing single certificates 
at represented shares of stock of both the bank and the se- 
rity affiliate. 

These security affiliates possessed several advantages over in- 
pendent investment banking houses. They could utilize the 
me quarters, and had an excellent list of prospective customers 
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in the clientele of the bank. Also, large corporate clients of the 
bank could furnish new security issues for sale. 

In practice, however, the principle of combining the com- 
mercial banking business and the business of selling corporate 
securities within what was virtually one institution was found 
to involve several serious disadvantages. The business of whole- 
saling securities can be productive of great loss, and then heavy 
loans to affiliates may weaken the parent bank. Rumors of these 
losses can hurt the parent bank even more, through causing 
deposit withdrawals 

A temptation also exists to shift frozen bank loans to the 
public from the parent institution through the issue of securi- 
ties by the affiliate. Affiliates have also been used as a dumping 
ground for undesirable assets of the bank, or even as an agency 
for manipulating the market for the bank’s own stock. Perhaps 
the most telling argument against the affiliate system was its 
abuse by the Bank of United States, a New York institution 
that failed in 1931 with almost $200,000,000 of deposits. This 
bank had a security affiliate which, through upwards of 50 sub- 
sidiaries of its own, did a variety of things the bank itself could 
not do, and concealed the true position of the institution. The 
larger part of the capital of the bank had been borrowed by 
the affiliate to finance its own operations, particularly the peg- 
ging of the bank’s own stock. 

The Banking Act of 1933 ended the affiliate system by re- 
quiring separation of ownership and management of banks 
and security companies. The shares of a member bank may not 
now, directly or indirectly, represent the stock of any other 
corporation except another member bank or a corporation own- 
ing the bank’s premises. Also, no officer, director or employee 
of any security underwriting or distributing organization may 
serve in such capacity with a bank, except “in limited classes of 
cases in which the Board of Governors of the Federal Reserve 
System may allow such service by general regulations when in 
the judgment of the said board it would not unduly influ- 
ence the investment policies of such member bank or the 
advice it gives its customers regarding investments.” 

The Banking Act of 1933 also forbids banks to underwrite, 
new security issues. Commercial banks that choose to do so, 
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however, remain free to act either as wholesalers or as retailers 
of federal government, state, county or municipal bonds, which 
are exempted from the restrictions in the law. They are also 
free to act as retailers of corporate securities, in that they can 
resell securities which they purchase for their own account 
The restrictions affecting such purchases are discussed in Chap- 
ter V below. 

The Banking Act of 1933 further forbids private bankers to 
engage in the security wholesaling and retailing business. It was 
as a result of this provision of the law that organizations like 
J. P. Morgan & Co. withdrew from the security business, al- 
though the same interests were responsible for the organization 
of Morgan Stanley & Co., which has conducted a large part of 
the business that the older Morgan firm regularly transacted. 
Kuhn, Loeb & Co., another private banker who has long con- 
ducted an extensive security-wholesaling business, elected to re- 
tain the latter and abandoned its deposit banking business 

In the financing of the public utility industry, a number of 
holding companies built up their own security wholesaling and 
retailing organizations. The liabilities imposed by the Federal 
Securities Act, the financial disaster that overtook several of 
these holding company organizations after 1930, and the pro- 
visions of the Public Utility Holding Company Act of 1935 
have combined to eliminate these organizations almost entirely 
from the nation’s investment banking mechanism. 

In the post-depression period, in fact, the wholesaling and 
retailing of securities has become almost as highly specialized a 
function as it was before the war. Only the investment trusts, 
among other types of financial institutions, have shown a tend- 
ency to enter the underwriting field on a material scale. At the 
same time, through the Federal Securities Act of 1933 and the 
Securities Exchange Act of 1934, such activities were made sub- 
ject to extensive federal regulation for the first time. 

Specialization in Securities Handled 

Specialization among bond houses in particular classes of se- 
curities has long been common. This tendency may be encour- 
aged by the special knowledge needed to handle certain types of 
securities, particularly municipal bonds. In other cases, special- 
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ization results from the fact that the house appeals to a definite 
group of clients with limited interests. An example of this is 
a house specializing in securities permitted by law as invest- 
ments for savings banks and insurance companies, termed 
"legals” in the parlance of Wall Street. Lastly, specialization 
ma y result from the financial connections of the investment 
house. Thus, Bonbright & Co., with close personal connections 
in the public utility field, has long specialized in the securities 
of public service companies. 

Over a period of time, experience shows, specialization tends 
to break down in the case of the average investment house. 
Changing conditions, and the desire to utilize their distribu. 
tion facilities more intensively, make bond houses extend then 
interests, despite an original specialized organization. Especially 
after a corps of salesmen have been gathered and trained, the 
temptation .becomes great to give them a more diversified list 
of issues to offer clients. 

The specialized house possesses several advantages. It can 
concentrate its organization upon one group of securities, and 
thus be able to give a better statistical and market service It ac- 
quires a reputation for expert knowledge of this group of securi- 
ties, and so becomes the focus for inquiries concerning them 
from both investors and issuers. 

On the other hand, a specialized security dealer is at a handi- 
cap in serving investors, since he cannot give a well-rounded 
service to his clients. Also, because of the lack of diversification 
in his business, he will be at a loss to know how to operate 
profitably if circumstances contract the volume of business avail- 
able in his particular field. 

Other Investment House Activities 

While the basic function of the investment house is to act as 
middleman in the distribution of new security issues, these 
organizations have usually branched out into other financial 
activities to increase their revenues Since the volume of new 
financing fluctuates sharply from time to time, such related 
activities are often found necessary to assure a regular income 
that will cover overhead expenses at all times. 

The most important related activity is the brokerage business 
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in the broad sense, by which is meant tire execution of orders 
for already issued securities. A number of investment houses 
are members of stock exchanges, and others do a very extensive 
business in unlisted securities, acting as over-the-counter 
dealers. 

A growing number of investment houses also act as managers 
of portfolios for individuals or institutions. This involves the 
creation of an organization similar to that of a specialized in- 
vestment management concern, such as is described in ChapLer 
V below. Some investment houses have organized and manage 
investment trusts which they control 

Certain investment houses also conduct foreign exchange, 
bankers’ acceptance, commercial paper and other departments 
devoted to specialized types of commercial or investment bank- 
ing. 

On the other hand, a large number of stock brokerage houses 
have opened bond departments, and thus swelled the ranks of 
investment houses. Here also the desire has been to develop 
further the connection made with clients in other ways. The 
efforts of stock brokerage houses to establish profitable bond 
departments have not been attended with success in every case. 
The reason for this is that the two activities do not in many in- 
stances fit into each other. Where the stock exchange house is 
one of high repute, with many wealthy customers, the bond de- 
partment may become nearly as important to it as stock trading 
activities, and membership in the stock exchange will facilitate 
such dealings in bonds. But many stock exchange houses which 
have a more speculative outlook find this does not help them 
in efforts to sell conservative bonds and preferred stocks on a 
low-yield basis. In not a few stock exchange houses, in fact, 
the management seems satisfied if the bond department “breaks 
even” financially, regarding it as a source of prestige for the 
firm. 


Form of Investment House Organization 

The form of organization of investment banking houses 
shows wide variation at the present time. Originally, practically 
all die firms were partnerships, in which the several members 
often possessed equal power. Several of the older firms retain 
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this form of legal organization, and a few of them have a dozen 
or more partners in the business. Where membership is de- 
sired in security exchanges, which generally admit only unin- 
corporated firms, the partnership form of organization is, in 
fact, compulsory. 

The corporate form of organization is now becoming increas- 
ingly common among investment houses. Perhaps the greatest 
advantage thus gained is limited liability for the principals of 
the concern who own its stock. A second advantage is more cen- 
tralized organization. In a partnership it is difficult in practice 
to curtail the powers of individual partners, 3 but in a corpora- 
tion there is a fixed hierarchy of officers, from the chairman 
of the board or the president down. The corporate form also 
permits the sale of stock to outsiders, for the sake of raising ad- 
ditional capital or interesting influential persons in the firm, 
without passing on at the same time any share in the manage- 
ment of the business. This latter objective has also been at- 
tained in many partnerships through securing limited part- 
ners who have no voice in the business. However, it is necessary 
to conform to the legal requirements concerning limited part- 
nerships in each state in which business is transacted, if such 
limitation of liability is to be assured in practice. 

The elimination of the private bankers from the field has 
tended to increase the number of incorporated security dealers, 
as a private banker could not incorporate without becoming 
subject to the banking laws. Thus, -when J P. Morgan & Go., 
a partnership, withdrew from the security 'business because of 
the Banking Act of 1933, a large part of its issue business was 
taken over by Morgan Stanley & Company, Inc., a corporation 
in which the partners of J. P Morgan &: Co. held most of the 
$7,000,000 of non-voting preferred stock, while the officers of 
Morgan Stanley & Company, Inc., subscribed to its $500,000 
of voting common stock. 

Most investment banking organizations are themselves pri- 
vately financed, but a few have raised funds publicly through 

’One large house has secured centralization of contiol by requiring each 
partner, on entering the film, to give the leading partner an undated letter of 
resignation, which becomes effective on the IqLtei’s acceptance at any lime, 
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security issues. The First Boston Corporation and the Ban- 
camerica Blair Corporation are prominent among the latter. 

Internal Organization 

Because of the great diversity in types among bond houses, 
their internal organization shows wide variance. The accom- 
panying chart depicts the actual organization of a typical firm 
doing a wholesale and retail business. Whatever the division in 
responsibility among departments and individuals, practically 
every bond house is organized for the functions of: 

1. Purchase of securities 

2. Sale of securities 

3. Trading in issued securities 

4. Statistical analysis of securities 

5. Mechanical handling of and accounting for the transac- 
tions of the concern 

In most investment houses, the departmental organization 
conforms fairly closely to these basic functions. The manage- 
ment of an investment house is also organized as a rule along 
these departmental lines. Where the corporate form of organiza- 
tion is adopted, the department heads are frequently vice- 
presidents and directors. In this respect, investment house or- 
ganization differs from that of most commercial banks where 
the board of directors generally consists chiefly of outside per- 
sons, and the operating officials are simply employees. In a part- 
nership the different departments are headed largely by part- 
ners; and vital decisions, such as the purchase of new security 
issues or the adoption of general policies, which in a corpora- 
tion the board of directors would make, are made in con- 
ferences of the partners. The general factors governing the 
operation of each such department will now be discussed. 

Purchase of Securities 

The purchase of securities from the issuing company, either 
as member of an originating group or as dealer from other 
houses, is a difficult matter, especially at times of intensive com- 
petition for desirable new issues. In originating a new security 
issue, the investment banker exercises the important social func- 
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tion of helping to direct the flow of capital into various govern- 
mental and corporate channels. He must, for his own protec- 
tion, determine the ability of the applicant for capital to use 
investment credit safely and profitably, just as the commercial 
banker analyzes his customer’s statement to fix a safe “line of, 
credit.” However, having to resell the securities he buys within 
a short period, he is more sensitive to the preferences and 
whims of investors at the moment. 

The work incidental to the origination of security issues is 
concentrated in the buying department. Here proposals for 
new offerings are received from many sources and put in definite 
form. Close contact is maintained with the statistical depart- 
ment in the study of these proposals. In a number of houses, 
the statistical department is included in the buying department, 
or made auxiliary to it. The legal and other details of security 
buying are also handled in this department. 

The syndicate department, separately organized in many of 
the larger houses, handles the work involved in the organiza- 
tion of groups of investment houses to cooperate in the sale of 
securities originated in the buying department. 

Usually the ultimate decision a$ to the purchase of new securi- 
ties rests with an investment committee, consisting of several or 
all the partners of the bond house. This investment committee 
is the counterpart of the loan committee of the board of di- 
rectors of a bank. It sifts out the desirable proposals from among 
the many applications for loans and stock sales coming to it. 
In a well-managed investment house, the decisions of the in- 
vestment committee are based on a mass of data received from 
the issuing company, checked and supplemented by the statis- 
ticians of the firm and associated engineers and accountants 
working under the direction of the partner in charge of the 
buying department . 4 

The question of the relationship between the investment 
banker and the corporation on whose behalf it has issued securi- 
ties is a peculiar one. In the case of the commercial bank the 
borrower, as is well known, submits a statement which is 
analyzed by the credit department of the lending institution, 

‘For a fuller discussion of the technique of sccuritv-issue buvine see 
chan. xvii. ! 1 6 
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and then, if the statement is approved, funds are placed to the 
credit of the borrower. The bank is the holder of the paper 
of the enterprise, although it may and frequently does transfei 
this paper to some other institution, either through sale in 
the open market or rediscount. Sometimes, where the amount 
of money involved is large, some participation of the banker in 
the affairs of the borrower may be provided. Because he is 
largely concerned with the liquidity of the borrower, as well 
as with his solvency, and because he frequently has a title to 
portions of the property of the borrower, the banker is some- 
times even provided with a seat on the board of directors so 
that he may be able to keep track of what his customer is doing. 

In investment banking this closer relationship has hitherto 
been general. The investment banker, intimately concerned 
as he is over a long or indefinite period of time with the affairs 
of the corporation for which he has sold securities to his 
clients, and with whom his name has been linked publicly by 
the offering, often takes such a voice in control as a matter of 
course. He is not as eager as formerly to take a seat on the board 
of directors of the concern, because of the added liability thus 
incurred under the Securities Act of 1933. But he may acquire 
and hold a substantial stock interest in the company. 

Where this management function is well performed, it of 
course gives the buyer of bonds an assurance that the banker has 
knowledge of what is being done by the borrowing concern, and 
also of more competent financial policies. This factor may be 
an important consideration in inducing the bond buyer to part 
with his money, and explains why some investors place much 
stress, in purchasing securities, on the character and reputation 
of the house of issue. However, no banker can afford to assume 
any obligation to make good on an issue that subsequently 
proves bad, in view of the small profit margin that usually 
obtains. 

The investment banker now exercises a voice in the manage- 
ment of a number of business enterprises The “entrepreneur" 
of the economists, who m traditional economic theory is sup- 
posed to bring together and manage the “factors of production,” 
including capital, is a figure fading from the horizon as far as 
larger business enterprises are concerned. In the railroad in- 
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dustry, with its aggregate investment of more than twenty bil- 
lions of dollars, the executive is usually closely answerable to 
the banker who has lent his name as issuer to the hundreds of 
millions of securities the company has sold to the public. In 
numerous industrial concerns, the banker element is dominant 
on the board of directors. Even in the public utility industry, 
where the technically trained engineer for a long time retained 
control, the present period of widespread consolidation has re- 
sulted in bringing the banker into a more promineni place. 

In a competitive society, rivalry among individual enterprises 
should result in a kind of natural selection and the survival of 
the fittest — financially. Hence, financial difficulties generally 
mean that control of an enterprise is to shift from its promoters 
and executives to the bankers who are asked to help supply new 
capital The early history of the General Motors Corporation, 
involving two separate battles for control between W. C. 
Durant, its executive head at that time, and a powerful bank- 
ing group, ended, as most such struggles end, with the victory 
of the bankers. Similarly, the great packing house of Armour & 
Company fell under banking control when post-war financial 
difficulties hurt the fortunes of the controlling family. 

The investment banker gains in power not only through the 
misfortunes of business enterprises, but also through the death 
or retirement of their founders and chief executives. There are 
many cases, such as that of the Vanderbilts and the New York 
Central Railroad, where family management gradually changes 
to banker management. The descendants of the founders of 
great family fortunes seldom care to lead the strenuous life of 
their forbears, and they then welcome the opportunity to»shift 
the responsibility for the continued successful operation of in- 
herited enterprises to some outstanding banking firm, with 
which they thereafter become affiliated in the control of the 
property. 

Investment Banking a Personal Business 

The investment banking business revolves far more around 
the individuals who make up the chief houses in the field than 
is the case in commercial banking This was amply proved when 
the break-up of the bank security affiliates in 1933 and 1934 
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brought about a drastic reorganization of the field. Officials of 
bank security affiliates joined other organizations, and usually 
carried with them a large part of the business they conducted 
when with the affiliate. 

When a corporation has conducted its investment banking 
business with a particular investment banker for some years, 
the latter is held to acquire a claim to it, even if he should 
change his connection. Investment houses among themselves 
respect this custom. The story is told of one wholesale security 
house that negotiated a refunding issue with a public utility. 
When informed that this utility had formerly carried on its 
dealings with a bank security affiliate whose head had become 
the president of another wholesale house, the negotiations were 
terminated, and it was suggested to the utility that it establish 
relations with the house headed by the individual who had regu- 
larly done its financing in the past. 

Thus, a large part of the security origination business is con- 
trolled not only by a limited number of large wholesalers, but 
more particularly by a number of individuals who direct these 
houses. 

Because of its personal character, furthermore, the wholesome 
investment business is conducted largely within the scope of 
certain accepted professional ethics. Cutthroat competition for 
new business, apart from state and municipal issues that have 
to be sold by competitive bidding, is not considered proper. 
Houses are, in general, expected to recognize each other's estab- 
lished connections, and where conflicts arise they are usuallv 
settled by negotiation, or through sharing the contested busi- 
ness, rather than by outside arbitration or litigation. 

Sale of Securities 

The sales department is of the greatest importance in all but 
the large wholesale houses. An efficient selling organization, 
through assuring distribution power for new security issues, 
gives the investment house a reputation which makes it a popu- 
lar member of purchase groups, and thus facilitates the work 
of the buying department. 

The sales department of an investment house consists of a 
corps of individual salesmen under the supervision of a sales 
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manager. One large New York house reported in 1928 that it 
had more than 500 salesmen; smaller ones have only a few. 
In recent years, however, the tendency has been to have far 
smaller but better-trained sales departments than in the past, as 
the market for securities has become more largely institutional 
in character. 

These salesmen gather, through the years, customer lists 
which they are constantly trying to enlarge. The average client 
of the house deals through one of its salesmen, thus introduc- 
ing a large personal element which is an outstanding char- 
acteristic of retail, as well as wholesale, investment banking. 
The strength of many an investment house is an adequate, 
trained and loyal sales force. 

The bond salesman depends for his compensation in most 
cases primarily upon a commission on each bond sold, if the 
bond is one of a new issue of securities. He gets as a rule no 
return from obtaining orders for securities already outstanding 
which must be acquired in the market This system results in a 
steady pressure to sell new issues, and may tempt the salesmen 
to switch his customers too frequently out of securities they 
already hold and into new offerings. Many houses pay no fixed 
salaries in addition to these commissions, but allow older men 
a drawing account against future commissions. Others, recogniz- 
ing the general good will brought to the institution by a sales- 
man, give a substantial fixed salary which is paid regardless of 
the commissions earned, and allow commissions on sales in 
excess of a minimum amount. 6 

The sales department is aided in many houses by an advertis- 
ing department, which seeks to extend the list of clients con- 
stantly by mail, periodical and newspaper advertising. 

The Trading Department 

In larger bond houses, the trading department assumes sub- 
stantial proportions even where these houses do not actively seek 
business as brokers. This is so because of the need for pegging 
prices of new issues in the market, and for disposing of bonds 
which are brought into the house by the salesmen as a by- 

* Security selling and salesmen's compensation are discussed at greater length 
and in more detail in chaps xviii and xix 
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product of new-issue selling, involving as it does frequent 
switching of investors from old issues to new. 

A new offering of securities is not necessarily the best avail- 
able securities for merchandising by the sales department. In 
fact, already outstanding seasoned bonds can often be handled 
more safely and with far less overhead, and therefore with larger 
profit. A good trading department can pick up, either in die 
market or from large private or institutional investors, several 
hundred bonds of an issue which is recognized as selling too 
low. These can then be resold at a sufficient advance in price to 
make the operation profitable, where conditions are favorable. 

The trading department is also kept busy disposing of bonds 
which clients have turned in, receiving in exchange bonds of 
a new issue which the firm is eager to sell. Frequently, a sales- 
man out to sell a new issue will be met with the cold reply 
that the investor has no funds available for investment at the 
moment. But, if experienced, he will not be dismayed, for he 
can ask the investor to turn in some security he has, perhaps 
at a price somewhat above the market, and take in exchange 
the new issue on which a profitable commission is being paid. 
The trading department then faces the task of passing the bonds 
received in this way back into the market; and, if ably man- 
aged and if market conditions are not adverse, this can fre- 
quently be done by gathering substantial blocks of bonds in 
this way and selling them to some institution or other dealer 
at a small additional profit to the house. 

Another function sometimes performed by the trading de- 
partment is the making of secondary markets in issues origi- 
nally offered by the investment house. Finally, the trading de- 
partment, or the trader attached to the buying or selling depart- 
ment, almost invariably handles the execution of commission 
orders for customers in securities which must be purchased in 
the open market. 

As a result of the activities of the buying, selling and trading 
departments, the investment house has a constantly changing 
volume of inventory. Many houses have sought to give unified 
thought and control to this problem by establishing an inven- 
tory committee composed of the heads of each of these depart- 
ments. This committee can then determine the wisdom of enter- 
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ing into new originations, the necessity for pressure on the sales 
department to clear the shelves of unsold issues, and the policy 
to be followed by the trading department in adding to or re- 
ducing the stock of securities on hand through the market. 

The Statistical Department 

The statistical department, when separately organized, pro- 
vides the others with facts and figures required to reach intelli- 
gent judgments as to values. When a new financing proposal 
first appears, this department analyzes the company, the indus- 
try and the market for similar securities. It helps prepare regis- 
tration statements and prospectuses, and aids the salesmen in 
answering questions of prospective clients. It continually ana- 
lyzes securities to guide the trading department; and, finally, 
it prepares special studies and circulars. Where the house does 
an investment management business, the statistical department 
may bear the brunt of this work. In such cases, it is often con- 
ducted autonomously, to assure an independent point of view. 

The statistical department helps bring business because it 
acts as a service agency for the benefit of investors. A bond 
house of standing receives many general and specific inquiries 
which must be answered. These are turned over to the statistical 
department. In this way, contacts are established with investors. 
One device quite common in tire past was to invite investors, 
both clients of the house and others, to send in their holdings 
"for analysis.” The list was then studied by the statistical de- 
partment in the light of certain general investment principles, 
and exchanges were suggested, usually into issues sponsored by 
the house making the analysis and which it was seeking to dis- 
tribute to investors. Furthermore, the list was retained and a 
permanent record of the customer’s holdings was thus secured. 
This was used m selling him securities subsequently by suggest- 
ing shifts from time to time from issues on the list into new 
offerings of the investment house. This was generally done by a 
salesman assigned to that particular account. 

The civil liabilities imposed by the Federal Securities Act and 
the Securities Exchange Act have made some houses more 
cautious about such use of the statistical department, although 



THE INVESTMENT HOUSE 43 

there is wide difference of opinion as to the real practical import 
of these liabilities. 

In any event, the relative importance of the statistical depart- 
ment has become greater as the market for new security issues 
has become more largely concentrated in a limited number of 
financial institutions and wealthy investors. For competitive 
reasons, it has been found necessary by most houses to offer 
more free statistical service to clients than in the past. 

The statistical department also keeps a record of bond re- 
demptions and similar details affecting individual issues. This 
permits it to advise clients in timely fashion, thus giving them 
a large measure of personal service and at the same time put- 
ting the house in a position to suggest specific exchanges and 
purchases of securities. Competition among houses raises the 
standard of this service and investors are coming to expect it. 

The Accounting Department 

The accounting department of the investment house keeps 
the records of both security and money transactions. Cost ac- 
counting, auditing, budgeting and statistical analysis of records 
have not been carried far in this field, a study of typical bond 
houses reveals. However, cooperative studies have been made 
for the purpose of improving practice in this respect. Many 
houses restrict their bookkeeping activities to the “cage routine” 
involved in keeping records of cash and securities, the book- 
keeping on customers’ accounts, and the income and balance 
sheet. Few have an auditor permanently attached to the or- 
ganization, and budgeting of expenses is as yet not at all com- 
mon. Sales data analysis to determine the average cost of sell- 
ing bonds has been worked up in a few instances, as has also 
departmental expense analysis to check on the profitability of 
the important operating departments. Much remains to be done 
to bring investment house accounting up to date. 6 

Finally, the investment house must build up an organization 
for the mechanical handling of securities. This involves a de- 
partment for the receipt and safe-keeping of securities, a mail- 

0 See Report of the Sub-Committee on Cost Accounting of the Business Prob- 
lems Committee, Proceedings of the Investment Bankers’ Association of America, 
19*8. 
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mg department, and one for the handling of coupons and re- 
demptions. Where turnover is large, a department for effect- 
ing the clearance of transactions must be maintained. This type 
of service, like the statistical service, is coming to be expected 
by customers in many places, as a result of keen competition 
in service among the houses. 

Branch Organization 

Investment banking is characterized by a greater development 
of branch organization and activity than is found in commercial 
banking in this country. The high degree of regulation and 
government control to which commercial banking has been 
subjected has hampered normal expansion through branches 

In the investment banking field, which has been regulated 
to a far lesser extent, the same causes have not existed to localize 
the operations of the individual investment house. As a result, 
a number of the leading firms have branches in the principal 
cities from coast to coast, connected by telephone and leased 
wire connections so that they may be operated together to a 
large extent. Correspondent relationships are also well devel- 
oped with the aid of leased wires. 

In a year of great investment activity like 1929, in fact, the 
Investment Bankers’ Association of America reported that its 
members, numbering a little more than 600, maintained in 
the aggregate almost 1200 separate branches. In 1935, the asso- 
ciation had almost 650 members, and a somewhat smaller num- 
ber of branches. 

Larger branches usually have a complete organization of their 
own along the lines described in the above discussion. This 
applies especially to the many houses which began business in 
some large outside city, like Boston or Chicago, and have since 
established offices in New York, which has gradually become 
their most important center. Smaller branches retain a skeleton 
organization only, usually including a branch manager or as- 
sistant sales manager, a corps of salesmen, and a small account- 
ing and cashier department, as the main office may be too dis- 
tant to permit the handling of customers’ accounts there. Where 
branches are maintained within' the same city, as is done, for 
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example, by some New York houses, all bookkeeping and cash 
transactions may be concentrated in the main office. 

While the smaller branches thus largely restrict their activi- 
ties to the sale of securities, it has usually been found good 
practice to give each branch as much autonomy as possible, be- 
cause of the varying tastes of investors in different regions. 
When the house is putting out a new issue, it is customary to 
invite branch managers to take on as much of it as they think 
can be sold within their territory, always having it understood 
that each branch will cooperate as far as possible. Where efforts 
have been made to assign arbitrarily a certain quota to a branch, 
results have frequently proved disappointing 

Not only do the investment houses expand their field of op- 
eration through branches, but they also send out sales repre- 
sentatives from the main or branch offices to cover smaller 
towns and even rich rural districts These out-of-town salesmen 
give investors residing within a radius of, say, 200 miles of the 
city in which the office is located, a direct personal service and 
the opportunity to do business with a leading house As the 
larger houses thus expand their activities geographically, Lhey 
constitute strong competitors of the local houses and banks 
which seek to sell securities in their own territory. However, 
this competition doubtless has raised the standards of the busi- 
ness m the smaller towns, and as such has generally been a 
desirable development from the point of view of the individual 
investor. Efforts to impede such outside competition in some 
states through discriminatory blue-sky laws are discussed in 
Chapter XXII. 

Financing the Investment House 
In studying the financial problems facing the investment 
banker, we may take as a typical house a relatively small firm 
doing both an issuing and a selling business. The largest houses 
have such powerful banking connections and financial resources 
that the same considerations do not always apply to them. The 
smallest houses, because they seldom purchase securities out- 
right for resale, have few and simple financial needs 

The capital of the investment banker is usually a definitely 
contributed sum, which should be in some substantial propor- 



INVESTMENT BANKING 


46 

tion to his average outstanding liabilities, actual and potential. 
It is quite true that a good many investment bankers regard 
themselves as being virtually in the brokerage business, and so 
are disposed to think that they can “get along’’ with practically 
no capital at all, provided they have good opportunities for 
borrowing at banks. This is not as hazardous as it is in the 
case of the commercial banker, who, a hundred years ago, often 
undertook to set up a business in this same way. The lower de- 
gree of hazard, however, is due merely to the fact that the same 
insistence on immediate cash payment of liabilities, such as 
deposits and note issues, does not exist. The internal risk in- 
volved for the enterprise itself is not less in one case than it is 
in the other. An investment house should be reasonably capi- 
talized in relation to the risks assumed, and its capital should 
be paid in, before beginning business. 

The capital of the investment banking house is of course 
invested in some degree in equipping headquarters, either 
through purchase or rental. Whatever this outlay may be, it is 
generally a small percentage of the total capital, and should 
be regularly reduced by writing off until it has been cut to a 
nominal amount. After providing for working capital to be 
used in current running expenses, overhead outlays, develop- 
mental work and the like, the remainder of the capital origi- 
nally contributed constitutes the fund which the concern has in 
hand for the purpose of buying securities for sale and guaran- 
teeing the fulfillment of obligations it undertakes. The fund so 
engaged is not only an evidence of good faith — the basis of 
the concern’s business, a necessary supplement to its borrow- 
ing — but it represents a guarantee to customers and others that 
the concern is responsible, and that even though it may incur 
some losses in the natural conduct of its business, it will be able 
to write them off. 

The methods by which an investment banker finances his 
business may be observed by taking the case of a house which 
has embarked upon the business of floating a loan on behalf of 
a corporation. Let us assume that the capital of the invest- 
ment banker is $1,000,000, and that he has been asked to float 
an issue of $1,000,000 in bonds on behalf of some industrial 
enterprise. It is evident that he is able, making no allowance 
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for his current necessities for running expenses and so forth, 
to take up this issue and hold it in his portfolio, resorting after- 
ward to the sale of the bonds to others with such profit to him- 
self as he may see fit. If now he finds it possible to dispose of 
only $750,000 of the bonds, he will be in the position of carry- 
ing $250,000 himself out of his own capital. As a matter of fact, 
however, investment bankers do not like to do this, since they 
want to embark upon many other operations at the same time, 
and they regard as distinctly unsuccessful any operation which 
has left them with a substantial residuum of unsold securities. 
As he is bringing out successively or simultaneously a number 
of issues, the investment banker’s capital may be almost entirely 
engaged in carrying the temporarily unsold portions of each 
issue, with the help of bank credit. 

Use of Bank Credit 

As a matter of fact, investment bankers normally seek to 
handle issues which in the aggregate equal several times their 
own capitalization. The work and detailed investigation in- 
volved do not warrant them in undertaking transactions on 
which the turnover is no larger than their own contributed 
capital. Accordingly, they must seek the assistance of commer- 
cial banks for the purpose of obtaining advances which will 
practically carry for them the unsold portions of issues in which 
they have participated, and other securities they hold in their 
trading and other departments. They thus become perennial 
or semi-permanent customers at banks, and they look to the 
latter to furnish the means necessary to the conduct of a large 
volume of business. In such an event, the capital, originally 
paid up and deposited in cash with bankers, constitutes a fund 
which merely supplements the much larger volume of credit 
which is secured by loans — primarily collateral loans on securi- 
ties purchased — from the banks. 

Before the enactment of the Securities Exchange Act of 1934, 
security dealers could borrow up to any amount that a bank 
cared to lend them. At times, they would borrow almost the full 
market value of a new security issue, and in a few cases this led 
to severe losses to the banks when the market turned abruptly 
downward because of some untoward development. 
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The Securities Exchange Act of 1934 gives to the Board of 
Governors of the Federal Reserve System the authority to estab- 
lish minimum margin requirements on security loans. However, 
very liberal provision has been made to facilitate the financing 
of investment houses. Bank loans to dealers to aid in financ- 
ing the distribution of securities to customers, not through 
the medium of a national securities exchange, are exempt from 
the minimum margin requirements contained in Regulation U 
of the Federal Reserve System. Credit extensions by exchange 
members to distributors, syndicates and similar borrowers are 
subject to special provisions under Section 3 (c) of Regula- 
tion T of the Board of Governors of the Federal Reserve System. 
Effective April 1, 1936, the board provided that loans extended 
Lo such borrowers on registered securities may be up to 80 per 
cent of the market value. Loans on government and municipal 
securities are fully exempt from all these limitations. 

At the present time, therefore, security dealers do not en- 
counter any legal bars to free borrowing from the banks. How- 
ever, the banks tend to be more cautious than they were in the 
pre-depression period. They must also consider the fact that ex- 
aminers will criticize slow or badly secured loans on securities 
awaiting distribution. 

(.The use of bank credit by die investment banker enlarges 
the scope of his operations beyond the limit allowed by his own 
capital resources. It thus supplements the equally important ex- 
pedient of forming purchase and selling groups, which reduce 
the liability of each investment house on any one transaction 
and vastly speed up the process of distribution to the public, 
for each must then sell only a relatively small portion of the 
issue to his clientele. Such cooperation among individual houses 
on individual loans, which exists in commercial banking in only 
a rudimentary degree, is discussed fully in Chapters XVII and 
XVIII 

The investment banking house runs the constant risk of hav- 
ing its liquid capital tied up because of the failure of the pub- 
lic to take new issues of securities after they have been acquired 
and paid for by the investment house. The retailer avoids this 
by joining only selling groups, which do no underwriting. The 
large houses generally have excellent banking connections, and 
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rely upon collateral loans to carry them through difficult peri- 
ods. Where the investment house retains stock interests in the 
companies which it finances, where it carries out a number of 
private “deals” which do not involve public financing in the 
first instance, such as reorganizations and mergers, and where 
it maintains big positions in its trading activities, the house 
must frequently have command over several millions of its own 
capital free at all times. 

While investment houses generally do not make their state- 
ments public, neither balance sheet nor income account, the 
largest organizations are known to utilize from $10,000,000 to 
sums in excess of $100,000,000 of their own capital, in addi- 
tion to what is borrowed from the banks 7 The First Boston 
Corporation, a leading wholesaler which is also a large trading 
organization in government and other bonds, published the 
following statements at the end of 1935: 


THE FIRST BOSTON CORPORATION 
Balance Sheet — December 31, 1935 

Assets: 

Cash # 6,738,154.14 

Deposits on Securities Borrowed . 2,720,48000 

Bankers’ Acceptances . .. .. 140,00000 

United States Government Securities 34 , 887 , 072 26 

Other Securities, Bonds, and Stocks. ... ... . 10, 729,665.^6 

Securities Carried in Joint Trading Accounts 8,172, 893 '6 1 

Securities Sold Not Yet Delivered — At Selling Price . 37 ,751, 19396 

Good Faith Deposits ., . . . 210,140 00 

Miscellaneous Accounts Receivable and Accrued Interest 332, 773 04 

Furniture and Fixtures (less depreciation) 105,15696 

Tax Stamps . 7,320 31 

Deferred Charges 20,367.38 


Total #95,815,216.82 

Liabilities: 

Collateral Loans Payable $55,630,077 18 

Deposits on Securities Loaned 6, 060 00 

Securities Sold Not Yet Purchased 1*633,243 75 

Securities Purchased Not Yet Received — At Purchase Price . 25,154,208 14 

Accrued Federal Income and Excess Profits and Other Taxes . 588,321 49 

Due Customers 373,379 34 

7 In California, the Investment Dealers Audit Association has been formed by 


investment houses, and once each year a complete detailed financial statement 
is submitted to a firm of accountants by members This repoit is held confi- 
dential, however. Blue-sky laws also generally require the submission of financial 
statements by dealers seeking to be licensed, as shown in chap xxn. 
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Miscellaneous Accounts Payable and Accrued Expenses 136,760.03 

Reserve for Taxes, Unearned Discount, etc 55» 8 59 5 1 

Reserve for Contingencies ... .... .... 125,000.00 

Capital Stock (authorized and issued, 500,000 shares of $10,00 

each) 5,000,000 00 

Paid-in Surplus 4,000,000 00 

Earned Surplus 3 » ai 3>3°7 3 8 


Total $95,815,216 82 


Notts: The valuation of the securities owned, based on market bid quotations at 
December 31, 1935, and of the securities sold not yet purchased, based on 
market offered quotations at that date, is $6,988 10 in excess of the aggre- 
gate book values thereof as shown in the above statement. 

Securities having a valuanon based on market quotations of $59,786,339.62 
are pledged as collateral to loans payable. 

At December 31, 1935, the Corpoiation had contingent accounts as follows: 

Securities purchased on a “When Issued” basis . . $ 601,937 50 


Securities sold on a “When Issued” basis 7»99 I »759- 8a 

Commitment as a member of syndicate formed to 
purchase securities 7,670,00000 


Summary of Inoome and Earned Surplus 
For the year ended December 31, 1935 

Income: 

Profits from trading in securities on own account, 
in joint accounts, and as participant in syndi- 
cate accounts .. $7,008,04982 

Interest, discount, and dividends earned on se- 
curities held . . . 1,177,502.78 

Commissions, service charges, and miscellane- 

ousincome 111,657.71 


Total 

Expenses 

General expenses $3,829,843.22 

Interest, on bank loans 069,26763 

Taxes (other than Federal income and excess 

profits taxes) .... . . 302,298.27 

Depreciation of furniture and fixtures 28,037.18 

Miscellaneous 11,712 37 


$8,297,210.31 


Total 4,441,158.67 


Net Income Before Provision for Federal Income and Excess Profits 

T^es $3,856,051.64 

Provision for Federal Income and Excess Profits Taxes 505 , 086 . 79 


Net Income for the Year $3, 350, 964 85 

Surplus Credits , 52,821.15 
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Gross Surplus for the Year . $3,403,786 00 

Surplus Charge — Provision for Contingencies 95, 000 . 00 

Surplus for the Year Before Charging Dividends $3,308, 786 . 00 

Earned Surplus, January 1, 1935 754,521 38 

Earned Surplus Before Charging Dividends 84,063,307 38 

Less Dividends Paid 850,000.00 

Earned Surplus, December 31, 1935 83,913,307.38 


By contrast with the above, it may be pointed out that nu- 
merous small local dealers exist whose capital does not exceed 
$5,000 to $10,000. It is unfortunate that no publicity is given 
statements of most investment banking houses, for the public 
cannot gauge their financial strength, as can be done for banks 
from statements required by governmental regulating authori- 
ties. The Securities and Exchange Commission is taking steps 
that may lead in time to the regular reporting of financial 
statements by investment houses to this federal agency. 

A way of cutting down the amount of liquid capital which an 
investment house must possess has been the formation of an 
investment trust. Several investment houses formed such or- 
ganizations in the past to aid them in distributing securities, 
as their assured subscription to new offerings reduced to that 
extent the possibility of the investment house having to tie 
up its own liquid capital in any one undertaking. A fuller dis- 
cussion of the investment trust in relation to the investment 
house will be found in Chapter V. 

The operations and sources of income of a major investment 
house may be noted from the above financial statements. 

Summary 

The origination and distribution of security issues, the basic 
functions of investment banking, are carried on chiefly by spe- 
cialized institutions called investment houses. These concerns 
specialize among Lhemselves to a large extent, some stressing 
wholesaling and others retailing in their activities, while many 
restrict their activities to specific classes of securities. The ranks 
of the investment houses have been thinned by the abolition 
of security affiliates of commercial banks, but many brokerage 
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houses maintain “bond departments” devoted to security origi- 
nation and distribution. 

The departmental organization of the investment house con- 
forms as a rule to its chief functional activities. Houses which 
engage in originating new security offerings have a buying de- 
partment which receives and studies proposals for new financ- 
ing, and prepares them for sale. The work of distribution rests 
with a sales department, the nucleus of which is a corps of 
salesmen working largely on a commission basis. Advertising 
is assuming a growing rdle in supplementing the activities of 
the salesmen. A trading department is generally maintained 
to handle purchases and sales for the house and its clients in 
the open market. The accounting, securiLy-handling and other 
operating departments are organized separately. 

Looked at from a broader point of view, this type of insti- 
tution appears well suited for expanding the number of in- 
vestors and building up a wider capital market in a rapidly 
growing country in which investment is a relatively new popu- 
lar activity. The stress upon sales effort in the past made the 
investment house primarily a merchandising institution. Cer- 
tain aspects of this system have proved not altogether desirable. 
For one thing, the individual salesman seeking his commissions 
is not always an impartial advisor to his client. Secondly, ag- 
gressive selling and advertising efforts by numerous investment 
houses involve duplication of effort and may lead to much use- 
less switching from old to new issues. One result has been to 
encourage the organization of independent investment manage- 
ment concerns, as well as trust companies. To correct this situ- 
ation, many investment houses now place greater relative stress 
upon statistical work, and have built up autonomous manage- 
ment departments of their own. 

While the investment house is the central factor in the flow 
of long-term capital from investors to corporations and gov- 
ernments, it is concerned primarily with new issues of securi- 
ties. But new security offerings appear at any one time only in 
small amount compared to the total volume of old securities 
already outstanding. Those who own already outstanding se- 
curities, the total amount of which is estimated to be well in 
excess of one hundred and fifty billion dollars, often wish to 
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sell them, while others may wish to purchase them, for either 
investment or speculation. Accordingly, brokerage houses and 
dealers which perform this function of buying or selling al- 
ready issued securities have assumed an important r 61 e in the 
investment banking business; and in the following chapter the 
characteristics of their business are discussed. 
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Chapter III 

FACILITATING INSTITUTIONS-BROKERS, 
DEALERS, AND THE STOCK EXCHANGES 

The Need for a Securities Market 

Because investment involves a long-term commitment of 
funds, one of the greatest problems it gives rise to is the crea- 
tion of a market where the individual investor, who buys from 
the investment house described in the preceding chapter, may 
dispose of his securities at will. A buyer of bonds with, let us 
say, a maturity of fifty years is almost certain to wish to dispose 
of his holdings long before this period has elapsed. He may 
need the money for other purposes, or he may wish to sell them 
and invest the proceeds in something else. He may die, and 
the executors of his estate will want to liquidate his investments 
m order to carry out the provisions of his will. 

The quality of being readily salable at a price which is not 
materially lower than that at which the same security can be 
purchased at the same time is termed marketability. Every in- 
vestment that has any apparent value normally has this quality 
to some degree, as may be seen from the daily reports of the 
security auction houses, where securities wholly unknown even 
to most bankers are bought and sold for a consideration. But 
there is a wide difference between marketability in the highly 
uncertain market of the auction room and marketability on an 
organized exchange, where the execution of the orders of nu- 
merous buyers and sellers from all over the world results in 
the maintenance of close markets in which billions of dollars 
of stocks and bonds may be turned over without necessarily 
causing any major changes in market prices. 

It is the existence of this organized securities market in the 
background which has made possible the growth of the invest- 
ment houses described in the preceding chapter, houses which 
in active years may purchase ten billions of new securities 
34 
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annually and find a ready market for diem among all classes of 
investors. These investors buy so freely only because the bulk 
of the securities offered are marketable to a greater or lesser 
degree, so that they can liquidate the investment when the- 
need or desire arises. Furthermore, diis market has facilitated 
enormously the direct sale by corporations of their own stock 
to shareholders for the same reason. Marketability in the field 
of investment banking is the counterpart of liquidity in com- 
mercial banking. 

From the social point of view, the benefits derived from an 
efficient securities market, including brokers and die stock 
exchanges, are enormous. To small and little-known enter- 
prises, the cost of securing longer-term capital is often very 
high, and at times so exorbitant as effectively to prevent ex- 
pansion, where it is obtainable at all. But large scale corporate 
organizations able to tap the capital can raise funds freely there 
at low cost. Doubtless the ideal form of business organization, 
for the purpose of financing at lowest cost, is the amalgama- 
tion within every line of activity of all enterprises into a few 
powerful companies whose bonds and stocks are listed on stock 
exchanges. One student of the subject has found that the 200 
largest corporations in this country, most of which have securi- 
ties listed on exchanges, control 25 per cent of the business 
wealth and 50 per cent of the corporate wealth of the country 
This financial ideal is undoubtedly being approached in many 
countries. Professor Pigou estimated in 1918 that 60 per cent 
of English wealth was represented by securities. In the United 
States, the proportion is probably smaller, despite the trend 
evidenced in recent decades toward consolidation and the cap- 
italization and public issuance of companies even of relatively 
small size and in highly specialized industries. There are not 
far from $175,000,000,000 of securities outstanding in this coun- 
try — approximately half of them listed on the New York Stock 
Exchange-while the aggregate national wealth is perhaps $325,- 
000, 000, 000. 1 Thus, rather more than 50 per cent of the national 
wealth of the United States is represented by securities, accord- 
ing to these very rough estimates. The chief reason why the 

‘The National Industrial Conference Board, New York, estimated the national 
wealth in 1934 at $287,000,000,000. 
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percentage is not higher is the vastness of the sums invested m 
agriculture and real estate. 

The organization of a market for already issued securities 
predates the birth of our investment banking houses. The 
reason for this market is that it was customary for governments 
and large enterprises to sell their securities directly to investors 
before the practice of underwriting their sale by bankers led to 
the formation of investment houses as middlemen. The sale of 
Revolutionary War bonds and the formation of banks during 
the last two decades of the eighteenth century first created an 
investing class in this country, and it was to serve this group of 
persons that individuals here and there set up in business as 
the pioneer brokers. 

The typical stock and bond broker differs from the invest- 
ment house or securities middleman in that he has no dealings 
with the original issuer of securities. He stands between in- 
vestor and investment. In some cases, he does not acquire title 
to the security, but acts merely as agent for the buyer or seller 
and gets a commission for his services. In others, he may actually 
buy a security outright from the seller, and then sell it in his 
own right to the buyer. When he thus acts as a principal and 
acquires title to the securities in which he deals, he is said 
to "take a position,” and should properly be called a dealer 
rather than a broker. 

Security exchanges are merely aggregations of brokers and 
dealers who build up machinery which permits them to trade 
readily one with another at a single place. The security ex- 
change, like the security broker, grew up as the counterpart 
of the exchanges and brokers already developed for the trade 
in corn, slaves and other staples of early commerce. These slave 
and commodity exchanges have existed in commercial centers 
since ancient times. 

Brokers and Dealers 

A broker executes an order as agent for a principal. A dealer 
buys and sells securities for his own account. In the former 
case, the broker does not take legal title to the securities; in 
the latter, the dealer assumes and disposes of title to the securi- 
ties he buys and sells. 
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Where a securities market has been fully developed, the 
broker tends to predominate. Where trading is still carried on 
in relatively informal fashion, and the number of buyers and 
sellers is not large, those who create a secondary market act 
mainly in the capacity of dealers. Unless they are willing to do 
so, in fact, it may prove difficult, if not impossible, to find bids 
for and offers of less active securities at any one time. The lack 
of adequate trading machinery for bringing buyers and sellers 
together and the desire for a larger profit on the transaction 
than a mere commission would afford, because of the small 
volume of turnover, further explain this tendency. 

There is a fundamental difference in the legal status of brok- 
ers and dealers. Under the statute of frauds, in effect in New 
York and other states, a contract involving $50 or more must 
be in writing Hence, a security dealer must have written con- 
firmation of all his transactions, if he wishes to- hold those 
with whom he deals to their contracts. On the other hand, 
a broker can enforce oral contracts that he makes with his cus- 
tomeis, because as an agent he can hold his principal for dam- 
ages caused by his. efforts to carry out (lie orders of the latter 

It has long been recognized that, when an individual acts 
as both a broker for another and a dealer for his own account, 
his functioning in this dual capacity may lead to abuse. 
The New York Stock Exchange years ago sought to establish 
rules and regulations to prevent this union of function Sec- 
tion 1 1 of the Securities Exchange Act of 1934 is devoted to the 
subject of “segregation and limitation of functions of members, 
brokers and dealers.” When the act was under debate in Con- 
gress, there was considerable sentiment in favor of a complete 
segregation of function as between brokers and dealers How- 
ever, it was pointed out that on many occasions there is a 
public advantage in combining the two functions, and many 
individuals could not continue in business if they were re- 
stricted in this way. Hence, the law lays down only certain 
general rules governing the conduct of brokers and dealers 
on both listed and over-the-counter markets, and in addition 
it provides that the Securities and Exchange Commission make 
a comprehensive study of the “feasibility and advisability of 
the complete segregation of the functions of dealer and broker. 



58 INVESTMENT BANKING 

The Commission’s report on the subject to Congress, received 
in June, 1936, reiterated the basic desirability of separating 
the two functions, particularly on security exchanges, but 
recognized the practical difficulty involved. It advised that the 
segregation be worked out gradually and with the full co- 
operation of stock exchange authorities. 

The two general conclusions reached by the Commission 
were: 

x. That the combination of the broker and dealer func- 
tions m the same individual or firm involves a conflict 
of interest which is provocative of abuse of the fiduciary 
relationship i nh erent in the brokerage function; 

2. That the survey made by the Commission manifests the 
prevalence upon the exchanges of a type of dealer activ- 
ity which exerts an undue influence on prices, incites 
public speculation, leads to disorderly markets and in- 
terferes with the effective fulfillment of the brokerage 
function. These conclusions furnish the basis for fash- 
ioning a program for the future. 

Exchange Members and Over-the-counter Dealers 
Upwards of 5,000 security brokers and dealers registered 
without delay with the Securities and Exchange Commission 
when the latter requested this step in 1936. The majority of 
these were interested in making a secondary market for securi- 
ties of one kind or another. Most of them conducted their 
transactions directly with other dealers over the telephone, 
constituting what is known as the “over the counter” market. 
Only a fraction of these specialized in the highly complex type 
of brokerage business conducted upon slock exchanges. 

However, brokers who are members of the New York Stock 
Exchange, and in many cases of other exchanges as well, are 
by far the most important cogs in the machinery for creating a 
secondary market for securities beyond the new-issue stage. 
These brokers stand ready to buy or sell securities on these 
exchanges in accordance with their rules, receiving uniform 
commission rates fixed by the exchange authorities. Many of 
them do business on commodity exchanges also 
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An important feature of the service of the brokerage house 
belonging to the large exchanges is the arrangement of margin 
transactions, where the buyer of securities merely pays a por- 
tion of the purchase price. The broker lends the rest, bor- 
rowing such funds as a rule from a bank and giving the 
securities so purchased as collateral. He thus acts as an agent 
for the buyer in arranging a bank loan. Another special func- 
tion of exchange members is to arrange short sales. In such 



— Stock 
Cash 

Fig. 3. Diagram Illustrating a Short Sale 
The short seller orders his broker to sdl stock he does not own, expecting a 
decline in price and an opportunity to buy back at a lower figure The sale is 
made on the floor of the exchange to another broker representing the secuuty 
buyer. The seller’s broker then borrows stock from anothei lending broker, and 
delivers it to the buyer’s broker. The lending broker happens to be canying this 
stock for a customer. The lending broker makes a loan of the stock against the 
deposit of cash which the short seller’s broker has received from the buyer’s 
broker. 


cases, the broker sells securities for a client who does not pos- 
sess them, but who expects they will decline after a time, when 
he will be able to buy back at a lower price the securities he 
has sold. The broker arranges to borrow the securities sold 
short, from a third party, in order to deliver them to the pur- 
chaser. The diagram in Fig. g explains a short sale. 

There are 1,375 members of the New York Stock Exchange, 
of whom about 800 are partners of some 500 brokerage and in- 
vestment banking firms having offices in the financial district 
in New York City. Not all of these members actually spend 
their time on the floor in the execution of orders. The remain- 
der are members of out-of-town houses and individual traders. 
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However, the business is largely concentrated. A dozen leading 
brokerage houses may originate a very large proportion o£ the 
public orders which are executed on the floor of the stock 
exchange 

While the bulk of stock trading takes place on the exchanges, 
the same cannot be said of dealings in bonds. There are many 
dealers in the bond market whose chief function is to buy and 
sell large blocks of issued bonds, both listed and unlisted. It 
has been estimated that the transactions in bonds on the New 
York Stock Exchange, the one important organized bond mar- 
ket of the country, represent perhaps 10 per cent of the total 
sales even of those bond issues which are listed on Lhe exchange 
The bulk of the sales are made by large financial institutions 
directly through brokerage and investment houses acting as 
bond dealers. An insurance company wishing to dispose of a 
block of 1,000 bonds of $1,000 denomination would probably 
find the stock exchange a poor market for so large an offering, 
since here there are no speculators ready to pick up large blocks 
of securities at small concessions in price, as is often the case 
with listed stocks. But a bond dealer who knows of many sav- 
ings banks and insurance companies ready to take these bonds 
in large blocks at a uniform price can make a good profit by 
buying them for his own account at, say, 971^ and selling them 
at 9754. This profit of $3,500 can frequently be earned by a 
well-placed bond dealer in a few minutes of telephoning How- 
ever, special efforts have been made recently to encourage and 
require execution of orders in listed bonds on the floor of 
the exchange. 2 

The great majority of individual security issues, including 
nearly all smaller issues, are traded in the unlisted or over-the- 
counter market, because business is transacted within the office 
and "over the counter” of the individual dealer, rather than 
at a central organized trading place known as an exchange. 
A more correct name under present conditions would be the 

’ Orders for less than 15 bonds are now requited lo be executed on the floor 
of the exchange by membei firms, under the "fouUeen-bond rule,” unless a mem- 
ber is able to secure a better bid for his customer off the floor Also, it has been 
suggested that ovei -the, counter bond dealers, not members of the exchange, be 
permitted to become associate members on some inexpensive basis, to encourage 
them to put their orders through on the floor. 
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Table a — Dollar Value of Stock and Bond Sales on Registered 
Securities Exchanges in 1935 


Names of Exchanges j 

Market Value 
of 

Stock Sales" 

Market Value 
of 

Bond Sales 6 

Total Market 
Value of 

All Sales" 

New York Stock 

$13,337,791,388 

$2,796,814,845 

$16,134,606,233 

New York Curb. . 

1,205,987,316 

932,55 0 .772 

2,137.838,088 

Boston Stock . , 

206,204,247' 

699,480 

206,903,727" 

Chicago Stock. ., 

182,964,202 

216,366 

183,180,568 

San Francisco Stock . . 

118,414,685 

861,440 

119,276,125 

Philadelphia Stock. . 

92,474,937 

458,391 

92.933,328 

Los Angeles Stock 

71,219,114 

33,923 

71,253.037 

Detroit Stock 

62,197,033 

62,197,033 

Pittsburgh Stock 

30,106,882 

83,961 

30,190,843 

San Francisco Curb .... 

24,138,744 

323,815 

24,462,559 

Cleveland Stock 

13,956,241 

2,075 

14,295.153' 

Baltimore Stock. . . 

10,749,050“ 

559 > 767 d 

11,308,817“ 

Cincinnati Stock . . . 

5.915,316 

*51,795 

6,067,111 

St. Louis Stock 

3,470,441 

5* ,408 | 

3, 53*> 849 

New Orleans Stock .... 

1,108,550 

1,995,646 

3,104,196 

Salt Lake Stock 

2,660,159 


2,660,159 

Chicago Board of Trade 

2,548,235 

44,630 

2,586,865 

Washington Stock . . . . 

999.651 

1,079,867 

2,079,518 

Buffalo Stock 

1,288,577 

22,340 

1, 3*o, 9*7 

Denver Stock . , . 

1,071,677 

» 1 

1 ,071 ,677 

New York Produce . 

880, 692 

14,730 

895,422 

Chicago Curb/ 

263,698/ 

56,376 ' 

320,074/ 

Standard Stock Exchange, 




Spokane* 

301,566* 


301 ,566 * 

New York Real Estate . , 

1,084 

61,570 

62,654 

Totals . . 

815,376,007,485 

$3,736,083,197 

$19,112,427,5*9 


1st Certificates, American Depositary Receipts, Certificates 

* “Bond Sales" include sales of Mortgage Certificates and Certificates of Deposit 

* Market Value of Stock Sales plus Market Value of Bond Sales Pass books traded on Cleveland Stock 

Exchange amounting to {336,837 for the year are also included in the total (although omittedftom stock 
and bond sales) _ . 

d Excludes transactions made “without record ^dunng^Uwmonthx of Jjuuwy and F ebruary^93s^ 

Chmago^Curb Exchange became a Registered Securities Exchange on November 1, 1935 Figures in- 
clude only transactions for November and December, 1935 
a Includes market value of pass books traded on the Cleveland Stock Exchange during 19 
to *336,837. 

* No Bonds listed or traded . 

i Standard Stock Exchange of Spokane became a Registered Securities Exchange on October 1, 

Figures include only transactions for October, November and December, 1935. 
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"over-the-telephone” market, for the great bulk of the orders are 
consummated by phone calls from house to house. In over-the- 
counter trading dealers predominate, for the market is often 
too narrow to make it practicable for a buyer and a seller to 
be brought together through the intermediary of the broker. 
However, there is nothing to prevent an over-the-counter house 
from acting as broker. 

Security Exchanges 

The primary purpose of a security exchange is to facilitate 
the execution of buying and selling orders by furnishing a cen- 
tral floor upon which orders may be executed by the members, 
who are thus brought into direct contact with one another. 
There are at the present time 3 2 registered and exempt stock 
exchanges in active operation in the United States. Since the 
enactment of the Securities Exchange Act of 1934, all exchanges 
whose business is predominantly interstate must be registered 
with the Securities and Exchange Commission. The relative im- 
portance of each of the security exchanges of the country may 
he gauged from the following table issued by the Securities and 
Exchange Commission, which follows the volume of turnover 
for the year 1935. Not all of these exchanges are now in actual 
operation. 

In addition, the following exchanges were in operation, al- 
though they were exempt from registration under the Securi- 
ties Exchange Act of 1934 because of the predominantly local 
or intrastate character of their business. 

The Securities and Exchange Commission now possesses 
broad regulatory powers over registered stock exchanges. It 
requires that only securities registered in accordance with its 
regulations may be listed on these exchanges, although other 
securities may be admitted to unlisted trading privileges with 
the approval of the Commission. Also, the practices of members 
of the exchange and its administrative policies are subject to 
regulation by the Commission. 

As will be seen from the above tables, the bulk of the trans- 
actions on security exchanges are consummated upon the New 
York Stock Exchange. For 1935, for example, 87 per cent of 
the turnover, as measured by value in stocks and 75 per cent 
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Table 3 —Dollar Value of Stook and Bond Sales on Exempt® Securities 
Exchanges in 1935 


By Exchanges 


Names of Exchanges 

Market Value 
of 

Stock Sales 6 

Market Value 
of 

Bond Sales' 

Total Market 
Value of 

All Sales 

Mmneapolis-St. Paul Stock Ex- 




change 

$ 3.429,747 

S 32,133 

$ 3,461,880 

Richmond Stock Exchange 

Standard Stock Exchange of Spo- 

1.887.33* 

245.464 

2,132,795 

kane " . .. . 

2,125,718 


2,125,718 

Colo Springs Stock Exchange . 

1.443.871 

162,290 

1,606,161 

San Francisco Mining Exchange. . . 
Chicago Curb Exchange Ass’n 1 * ... 

856,149 

783.615 

2 ; 8 75 

856, 149 
766,490 

Wheeling Stock Exchange 

729,177 

729,177 

Milwaukee Grain & Stock Exchange 

346,855 

• 

346,855 

Seattle Mining Exchange-*'. , , 

205,114 


205,114 

Seattle Stock Exchange 

140,215 

23,280 

163,495 

Totals 

$11,927,792 

$466,042 

$12,393,834 


“ Exclusive of Honolulu Stock Exchange 

1 Stock Sales include scrip 

« Bond Sales Include notes 

* Registered October i, 1935 Figures include transactions to that date 

• No bonds listed or traded 

1 Merged with Seattle Stock Exchange October r, 1935 Figures include transactions to that date. 

° Registered November i, 1935. Figures include transactions to that date 

of the turnover in bonds on all exchanges occurred on the New 
York Stock Exchange. The New York Curb Market, the second 
largest market in the country, accounted for 8 per cent ol the 
turnover in stocks and 2 per cent of the turnover in bonds. 

Hence, the New York Stock Exchange may be regarded as 
the prototype of the other security exchanges, and an under- 
standing of its functions and operations will serve to clarify 
nearly all of the problems encountered by the other security 
exchanges. 


The New York Stock Exchange 
The New York Stock Exchange is a voluntary association of 
1375 individual members. Only these individual members are 
allowed on the floor of the exchange to engage in actual trading, 
except for certain privileges given partners of those members 



64 


INVESTMENT BANKING 


of the exchange who act as its officials. The members o£ the 
stock exchange may conduct their business on its floor in their 
individual capacity, or they may join in partnerships with non- 
member partners to facilitate such business. These partnerships 
then become registered firms of the New York Stock Exchange. 
The partnerships may be either general or limited in character, 
but in no event may members of the exchange conduct their 
business through use of the corporate form of organization. 

The members of the New York Stock Exchange may be 
classified into seven main groups. The commission brokers are 
engaged in the business of executing orders for the account 
of outside customers. They are the members of the exchange 
with whom the general public comes into constant contact, 
and they serve as the chief channel through which orders to 
buy and sell listed securities from all over the world are brought 
to the floor of the New York Stock Exchange. 

On October i, 1935, 391 members of the exchange, partners 
in commission houses, were engaged personally m the execution 
of orders for their firms on the floor of the exchange. In many 
cases, the exchange member of the commission house does other 
things, the orders received by the house being turned over to 
one of the other types of members listed below for execution. 

The second type of member of the exchange is a floor broker, 
often termed a "two dollar” broker, who is concerned primarily 
with executing orders for other members of the exchange, 
mostlyfor commission brokers. On October 1, 1935, when a 
survey was made, it was found that 158 individual members of 
the exchange were acting primarily as floor brokers. On the 
New York Curb Exchange, which has 550 regular and an inde- 
terminate number of associate members, 135 individual mem- 
bers were acting as floor brokers at an earlier date. 

The “two dollar” brokers obtain their appellation from the 
fact that they formerly received $2.00 for the execution of each 
buying or selling order for 100 shares for another stock ex- 
change member. Their compensation has since been increased, 
and is now a percentage of the regular commission that is paid 
by the customer through the commission broker with whom he 
has an account. Commission houses with a large volume of busi- 
ness, and others that do not maintain a member on the floor, 
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make use of these floor brokers freely. In active markets, when 
a house receives orders for execution at various places on the 
floor of the exchange, it would be physically impossible to get 
along without the floor broker. 

A third type of member is a floor trader, who effects trans- 
actions in securities on the exchange for his own account. The 
New York Stock Exchange on October i, 1935, had 35 in- 
dividual members who acted primarily as floor traders. On 
the New York Curb Exchange, 14 individual members and 6 
member-partners of firms acted in this capacity. A floor trader 
operates m much the same way as an individual customer of a 
brokerage house, in that he buys and sells for his own account 
and risk, rather than for others. He possesses several advantages, 
however, as against the outside trader. In the first place, being 
directly on the floor of the exchange he can observe the tech- 
nical situation in the market more intimately than is possible 
for a non-member of the exchange. Secondly, thq floor trader 
does not have to pay commissions for the execution of his orders, 
and to that extent he can afford to trade for small profits more 
easily than an outside trader. Before the imposition of a trans- 
fer tax, in fact, the floor trader had a theoretically equal chance 
of profiting or losing on each transaction and by his superior 
knowledge of the technical state of the market he could pre- 
sumably operate to considerable advantage. Now, however, 
the risk of loss is increased and the possibility of profit de- 
creased because of the transfer taxes he must pay in the execu- 
tion of his transactions. 

The Specialist and Odd-lot Dealer 

A fourth and very important group of members of the various 
stock exchanges are the specialists, who largely confine their 
transactions to one or a group of securities in which they spe- 
cialize. The specialists at the present time both execute orders 
for other members in the securities in which they specialize, 
thus acting as floor brokers, and also trade substantially for 
their own account in these same issues. Thus, the specialist 
combines to a high degree the functions of broker and dealer, 
and proposals to segregate these functions affect him profoundly. 

The reader may obtain an idea of the appearance of the 
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Table 4 J 


Bids 


Offers 

(No. of Shares) 

Price 

(No of Shares) 


lo 

loo 


9 

400 


8 X 

300 


8* 

100 


8 

I ,200 


7 

400 


6 H 

100 


6K 

100 


6K 

1,000 


6 X 

300 


6 X 

100 


6 

2,700 


5X 

200 


5X 

1,000 


5H 

200 


5X 

3,200 


5 X 

200 


bX 

1,800 


bX 

300 


5 

20,600 (77 lots) 


4X 

3,400 


4X 

4,300 


4X 

1,800 


4X 

13,800 (80 lots) 


4X 

3,600 


4 X 

7,700 (50 lots) 


4X 

2,200 


4 

16,000 (go lots) 


3X 

2,600 


3X 

7,000 (40 lots) 


3X 

2,500 


3, X 

18,400 (116 lots) 


3# 

2,800 


bX 

6,000 (49 lots) 


3# 

3,500 


3 

3,300 


*X 

100 

a, 500 

*X 


1,500 

aX 


6,900 (47 lots) 

ayi 


1,400 

aX 


3,300 

a X 


2,500 

aX 


at, 600 (147 lots) 

a 

100 stop 

8,500 

m 

100 stop 

4,900 (37 lots) 

iK 



“Reprinted from The Twentieth Century Fund, Inc, The Security Market t, 
pp, 430-431. 
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Bids 

Table 4 (Concluded) 

Offers 

(No. of Shares) 

Price 

(No. of Shares) 

700 

1 H 


9,200 (50 lots) 

«# 



iH 


800 



300 

»# 


3,300 (25 lots) 



1,100 

# 


800 

H 


500 

# 


too 

# 



Stock “A” Common- 
Day’s volume traded .... 

Day’s price range .... 


6400 shares 
[High 2 # 
[Low 2# 


specialist’s book, in which he lists buying and selling orders 
that he has received from other brokers, by the two samples 
listed. Table 4 is a transcript of the book of a specialist in an 
active low-priced common stock at 11:00 a.m. on November 15, 
1935. Table 5 shows a specialist’s book in a relatively inactive 
preferred stock, where it will be seen that the amount of stock 
offered and bid for on both sides of the market is very small. 
In general, the specialist’s books have become considerably 


Bids 

Table 5 4 

Offers 

(No. of Shares) 

Price 

(No. of Shares) 


99# 

IOO 


96# 

aoo 


96 

IOO 


95# 

IOO 


82 

IOO 


80 

IOO 


79# 

too 


77# 

IOO 


75 

IOO 


74# 

IOO 

too 

70# 


too 

67# 


IOO 

66# 


too 

60 


Day’s volume traded 


No Sales 

. PP- 430-431- 
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thinner in the volume of orders they list above and below the 
market as a result of recent restrictions upon their operations. 

On October 1, 1935, there were 384 individual members of 
the New York Stock Exchange who were acting primarily as 
specialists. On the New York Curb Exchange, 197 members and 
65 member-partners of firms were acting for the most part in 
this capacity at a somewhat earlier date. 

The specialist, by bringing together orders to buy and sell 
particular securities on his book, performs a major function 
in facilitating the maintenance of close markets on the stock 
exchanges. It is common for other brokers to turn over to the 
specialist all orders destined for execution at a price away from 
the market, as well as orders destined for execution at some fu- 
ture date. In addition, the specialist can himself enter the mar- 
ket on the buying and selling side and thus facilitate the execu- 
tion of orders; but owing to the possibilities of abuse that arise 
from this combination of broker and dealer functions, the New 
York Stock Exchange has itself prohibited a specialist from act- 
ing as both broker and dealer in the same transaction, or from 
preferring his own orders to those received from customers. The 
Securities and Exchange Commission, after an extended in- 
vestigation of the subject, has itself recognized the vital r61e 
played by the specialist in maintaining close and active markets 
for securities and has restricted itself to suggesting changes 
in his methods of operation rather than to curb him severely. 

The Securities and Exchange Commission, after its thorough- 
going discussion of the advantages and disadvantages that arise 
from the specialist system, reached the general conclusion that 
he performs a constructive function in the conduct of the stock 
exchange business. However, additional regulation was pro- 
posed. The Commission’s findings were as follows: 

1. The specialist enjoys competitive advantages over the general 
public similar to those of other members on the floor. In addition, 
by virtue of the great volume of trading in which he participates 
and by virtue of his exclusive access to the information contained 
in his “book," he enjoys the advantage of special knowledge of the 
market for the securities which he handles. 

2. The specialist has exceptional opportunities to engage in manip- 
ulative activity, by reason of his exclusive information concerning 



FACILITATING INSTITUTIONS 69 

the existence of bids below and offerings above the market. Since 
the enactment of the Securities Exchange Act of 1934, however, the 
Commission has found little evidence of such manipulative activity 
by specialists. 

3. Specialists, during the period under review, traded against the 
daily trend more often than with it, and thus, on the whole, did not 
tend to accentuate price trends but contributed to the continuity 
and orderliness of the market. However, it should be observed that, 
in so far as they traded with their books, rather than with others, 
they tended to augment the spread between bid and asked prices 
and thus to diminish the continuity of the market. 

4. During the period studied, specialists traded in moderately active 
and inactive stocks in relatively greater proportion than in active 
stocks. 

5. In the capacity of broker, the specialist renders a useful service 
in the execution of limited and stop-loss orders 

6. Although it is argued that the brokerage activity of the specialist 
renders him peculiarly liable to loss through errors, for which he 
must find compensation in trading, the evidence is too inconclusive 
to justify giving any weight to this contention. 

7. The specialist has an important incentive to maintain a stable 
and orderly market. 

Its conclusions were expressed as follows: 

The Specialist .— Recognition must be given to the fact that the 
specialist in acting both as broker and dealer has an inherent con- 
flict of interest. From the present evidence it is not possible to con- 
clude whether that conflict can be eliminated in such a way as to 
enable him to function more adequately in the public interest. 
Further exploration of such a possibility, together with an appraisal 
of the exact incidence of this conflict, should be continued. 

His trading for his own account, taken as a whole, has not been 
shown to accentuate trends but has been shown to possess the con- 
trary tendency. Moreover, it does not on the average increase pro- 
portionately in activity as other activity increases. Immediate 
concern for the reduction of this activity is thus not demanded. 

In the meantime, pending the acquisition of further knowledge, 
emphasis should be placed on: 

1. Insistence upon the observance of rules against unjustified trad- 
ing by the specialist for his own account. Trading for his own 
account should meet an affirmative proof of justification and is 
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not to be condoned simply because its undesirability cannot be 
established in each case. 

2. The development of appropriate restrictions governing the con* 
ditions under which the specialist may trade with his book. 

A fifth important group of members of the New York Stock 
Exchange are the odd-lot dealers and brokers, who specialize 
in consummating the large business in lots of less than 100 
shares now transacted on the exchange. The odd-lot dealer 
will buy and sell odd lots at any time within a given fraction 
of a point, usually i/ B , of the last actual transaction in that 
security on the floor. Odd-lot dealers receive their orders only 
through other members, mainly commission brokers. Unlike 
other members of the exchange, they may offset the buying 
and selling orders which they secure against each other, even- 
ing up their purchases constantly by executing full-lot buying 
or selling orders on the floor of the exchange. Thus, if an odd- 
lot dealer receives an aggregation of orders to buy 1,230 shares 
of United States Steel Corporation common at a given price, 
and orders to sell 930 shares, he will set the buying and selling 
orders against each other and execute an order immediately 
to buy 300 shares on the floor of the exchange. The odd-lot 
dealer seeks, as a rule, to avoid speculative profits and losses, 
depending mainly on his differential for his profit, although 
at times he may maintain a long or short position voluntarily 
or because of the predominance of odd-lot orders on one side 
of the market. Because of the need for maintaining a number 
of members on the floor of the exchange to facilitate the even- 
ing up of his position, and expensive office equipment, there 
are relatively few odd-lot houses. On the New York Stock 
Exchange, six firms, three exclusively and three partially, con- 
duct an odd-lot business. A total of 25 members of the ex- 
change belong to these odd-lot houses and act as dealers. In 
addition, 115 members are odd-lot brokers, acting exclusively 
for odd-lot houses on the floor of the exchange. On the New 
York Curb Exchange, specialists assume the functions of odd- 
lot dealers in the securities in which they specialize. 

A sixth class of stock exchange members are the bond brokers 
and dealers , who specialize in executing orders in bonds for the 
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account of customers or for their own account. On October 
i, *935> 76 members of the exchange were active as brokers 
and dealers in bonds. The specialized character of the execu- 
tion of orders in what is known as the “bond crowd” on the 
floor of the New York Stock Exchange tends to segregate this 
business from the ordinary stock exchange business. The basic 
problem of the “bond crowd” is to compete effectively with 
the over-the-counter market in listed bonds, because, as has 
been seen above, dealers are often able to make a closer market 
for a given large lot of bonds than can brokers acting through 
the New York Stock Exchange. It is in order to safeguard the 
busmess of bond brokers that the stock exchange has adopted 
the “nine bond rule,” under which orders up to nine bonds 
would be executed on the floor of the exchange, when a better 
market could not definitely be found elsewhere. 

A final category of members of the New York Stock Exchange 
are the inactive members, who are either retired from active 
participation in business or have purchased their seats chiefly 
to reduce commissions on their own operations rather than to 
do business on the floor of the exchange for themselves or 
others. Sometimes an exchange seat will be bought in the hope 
of a speculative increase in its value, or investment houses 
may acquire exchange seats for one or more of their partners 
in order to be able to execute security transactions on the floor 
as registered firms. In October, 1935, there were 227 inactive 
members of the New York Stock Exchange in good standing. 

Each member of the exchange is at liberty to act in one or 
the other of the capacities noted above. He may act as a floor 
trader or a broker, and in the hope of increasing his earnings 
he may register with the Committee of Arrangements of the 
exchange as a specialist in a given stock or group of stocks. 
He will then, by giving good service, attempt to get as much 
business as possible in the execution of orders of that particu- 
lar stock from other brokers. Should he fail to make a living 
in that way, he may decide to join the “bond crowd” as a 
bond broker, or he may become associated with some broker- 
age house as its floor member. 

In each case, he must conform to the regulations of the New 
York Stock Exchange, as well as to the provisions of the Se- 
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cunties Exchange Act of 1934 and the regulations of the Se- 
curities and Exchange Commission. 

Facilities of the New York Stock Exchange 

The stock exchange at the present time consists of a large 
floor, upon which are seventeen trading posts, each devoted to 
dealings in a group of stocks. At these posts the members carry 
on their trading. Around the room are the telephone stalls, each 
connected with a broker’s office. Large annunciator boards call 
the members by number to their telephone stalls when neces- 
sary to take orders. A separate section is devoted to the bond 
■ market. 

This physical equipment has proved remarkably expansible. 
Since the World War, the daily volume of trading in stocks 
has varied from much less than 1,000,000 shares to over 16,000,- 
000; and while individual members have suffered the pinch of 
inadequate business at times and at other periods have been 
literally swamped with work, the machinery of the exchange 
itself has for die most part adjusted itself readily to both con- 
ditions. Only during the 1989 panic were trading hours short- 
ened for a while because of the huge volume of trading. The 
reason for this is that great flexibility is imparted by the spe- 
cialist, the two-dollar broker and the odd-lot dealer, and the 
burden of trading can be spread among them as conditions in- 
dicate. In 1929, the membership of the exchange was increased 
from 1,100 to 1,375 because of the great expansion in trading 
volume which had taken place previously, but subsequently 
this increase in membership appeared less wise. 

In the expansion of the New York Stock Exchange, however, 
the ticker device for reporting transactions has continually 
acted as a limiting factor. This device, which in principle is a 
printing telegraph instrument, was adopted in 1867 for report- 
ing, from the floor of the exchange, the volume and price of 
each full-lot transaction. Technical improvements have con- 
stantly increased its speed, but every improvement merely raises 
to a limited extent the aggregate number of letters and numbers 
that can be printed per minute Inevitably the point has been 
reached where the ticker falls behind the market. There is some 
difference of opinion, however, about the value of giving a 
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literally instantaneous record of transactions completed on the 
floor of the exchange for transmission to every part of the coun- 
try. It is of importance chiefly to the in-and-out trader, rather 
than the investor, critics have contended. 

The actual buying and selling of securities involves, as a 
necessary counterpart, the delivery of these securities from 
seller to buyer. This is a second huge physical task, one which is 
taken care of by an organization affiliated with the exchange and 
known as the Stock Clearing Corporation. The Stock Clearing 
Corporation makes possible an enormous saving in the number 
of deliveries of securities and cash that must be made by ex- 
change members as a result of each day’s trading, by having 
each firm deliver to or receive from it only those shares and 
sums due to or from the firm on balance. A firm which has sold 
for clients 10,000 shares of General Motors and bought 6,000 
shares need only deliver 4,000 to the Stock Clearing Corpora- 
tion, with the net cash balance due on all the transactions The 
Stock Clearing Corporation will then settle with each of the 
other firms involved in these transactions. 

Besides the trading floor and the Stock Clearing Corpora- 
tion, the machinery of the New York Stock Exchange includes 
facilities where members can borrow on stocks in connection 
with margin transactions. In one comer of the exchange floor 
there is a “money desk,” at which offers of call loans from the 
banks are received, and where members resort when they wish 
such loans. The supply of and demand for this type of loan 
thus converge at the money desk. As both the bank and the 
broker in each case prefer to diversify their loans to avoid 
heavy calls for repayment, such loans are made in units of 
$100,000 to $500,000. Brokers go to the money desk and apply 
for loans as offered, while the banks are represented free of 
charge by brokers who come to the money desk and turn in 
offers of call loans as received by telephone from the banks. 
On the basis of these applications and offers, the banks arrange 
the individual loans. For the machinery behind the work of the 
money desk and the manner m which call loans are renewed 
from day to day, the reader is referred to Chapter XI below. 

A fourth activity carried on through the agency of the ex- 
change is the loaning of stocks to those who have sold short. 
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The buyer of the security xn such a transaction expects his 
stock to be delivered in the ordinary way before the close ol 
business the second full business day following Accordingly, 
the broker who acts for the short seller must borrow the stock. 
Either during the day or in the “stock loan crowd” which 
gathers after the close in one part of the exchange floor, those 
who wish to borrow arrange to get their stock from other 
brokers who are carrying the same shares in long accounts. The 
lending broker receives the market value of the securities he 
loans, in cash, as collateral for the stock loan. The usual pro- 
cedure is here reversed, money being deposited as security for a 
loan of stock. Interest is usually paid on this money, at slightly 
below the “call money” rate, except where the stock is difficult to 
borrow.® Then the stock is said to loan “flat,” and the lender 
of the stock may have the free use of the money deposited as 
security, and in extreme cases may also receive a further 
premium expressed as so many dollars per 100 shares per day. 

The stock exchange is primarily an arrangement for econo- 
mizing effort. Like the clearing house in the field of com- 
mercial banking, it seeks to settle a multiplicity of transactions 
in a central place, with a small force, and with a minimum of 
derangement to die rest of the banking machinery of the coun- 
try. The huge volume of stock transactions is settled with the 
use of a comparatively small amount of deposit currency. One 
study shows that, for the year 1926, a total of approximately 
$50,000,000,000 of securities was turned over with the daily 
use of only a little more than $30,000,000 of bank credit 6 How- 
ever, the exchange accomplishes far more than does the bank 
clearing house, for it provides a central market place where 
securities can actually be bought and sold, as well as an insti- 
tution for economically settling such transactions. 

Organization and Government of the Exchange 

The New York Stock Exchange is managed by a governing 
committee, consisting of the president, the treasurer, 40 gov- 
ernors elected from the membership of the exchange, and 8 

“When call money rates are at 1% or below, stock loans are usually 
without interest, or "flat.” 

“Rogers, J. H., Stock Speculation and the Money Market. 
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governing members elected from the office partners of member 
firms. The president is the presiding officer of both the ex- 
change and the board of governors. There is also an advisory 
group to the governing committee consisting at the present 
time of eight selected non-members. 

Until 1935, only the members of the exchange could be 
elected to the Board of Governors. Hence, the administration 
of the exchange tended to represent chiefly floor brokers, spe- 
cialists and odd-lot dealers, who together constituted a numeri- 
cal majority of the members, rather than the commission 
brokers whose contacts with the investing and trading public 
were closer. In many commission houses, minor partners hold 
the exchange membership. As a result, it has been charged, past 
administrations of the exchange were induced to encourage a 
maximum volume of turnover, rather than relative stability 
of markets. In accordance with the recommendations of a re- 
port on the government of securities exchanges, published by 
the Securities and Exchange Commission in January, 1935, 
office partners of exchange members have been made eligible 
for election to the governing committee of the exchange, and 
other changes were made to strengthen the influence of com- 
mission brokers, as against the floor broker and specialist ele- 
ments. A move was also made at the same time by some com- 
mission house partners to reduce the proportion of commissions 
that went to floor brokers and specialists, but this failed to 
make much headway. 

The Board of Governors maintains close supervision over 
members. Its authority is backed by disciplinary powers 
granted by the constitution of the exchange, which contains 
the general rules under which it is operated. These discipli- 
nary powers include expulsion, suspension or fine, as the case 
may be, for any ‘‘willful violation of the Constitution of the 
Exchange or of any resolution of the Governing Committee 
regulating the conduct or business of members, or of any con- 
duct or proceeding inconsistent with just and equitable prin- 
ciples of trade.” In less serious cases, suspension up to a period 
of one year is provided for members adjudged guilty of any 
act “detrimental to the interest or welfare of the Exchange.” 

A number of separate activities are carried on by the several 
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standing committees of the exchange, which consist of from 
three to filteen members. There are committees on arbitration, 
to settle differences between members on contracts executed 
on the exchange; business conduct, having jurisdiction over 
customers’ accounts; admissions, scrutinizing new members; and 
securities, regulating the delivery of securities in connection 
with exchange transactions Other committees have to do with 
quotations and commissions, bonds, constitution, public rela- 
tions, odd lots, foreign business, and customers’ men 

One final standing committee is of great importance in the 
conduct of the exchange — the Committee on Stock List. This 
committee of nine governors makes recommendations on ap- 
plications for listing to the governing committee It also has 
final power to act on the listing of securities of corporations 
which have other securities of the same or greater value already 
listed upon the exchange. 

The exchange does not formally take the initiative in listing 
new securities, but acts only after the companies issuing securi- 
ties have made formal application. It requires reasonably full 
information concerning the affairs of the company. It demands 
that an annual report be published with income account and 
balance sheet, and endeavors where possible to obtain an agree- 
ment to publish periodic reports on a quarterly or semi-annual 
basis. The exchange also requests information on the distribu- 
tion of the securities, insisting that the holdings be sufficiently 
widespread to permit a free and open market. Finally, the Com- 
mittee on Stock List has been guided by a number of special 
considerations, such as the total amount of the corporation’s 
securities outstanding, and the stability of the enterprise itself. 
When the supply of the security is small, the danger of a 
corner may bring about adverse action on a listing application. 
Thus, the exchange has avoided the listing of many radio man- 
ufacturing stocks and other similar enterprises in their devel- 
opmental stage in order to avoid securities for which the 
outlook is unusually uncertain. For such issues a period of 
seasoning on the over-the-counter or curb markets is often pre- 
ferred by the exchange authorities. 

However, the recent trend has been toward listing smaller 
issues on the New York Stock Exchange. With the reduction 
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in the volume of speculative trading incident to margin regu- 
lation, a larger number of listed issues will tend to make up for 
the resulting decline in trading volume. 

Public Functions of the Exchanges 

The securities listed on the New York Stock Exchange had a 
market value of $90,000,000,000 on July 1, 1936, of which 
more than $50,000,000,000 represented the value of listed 
stocks. The value of securities listed solely on other exchanges 
was in excess of $10,000,000,000, and perhaps $70,000,000,000 
more are not listed at all. 

A securities exchange is designed to give what might be 
called a “public market,” because the price at which transac- 
tions are made is openly stated, while competition exists in 
the making of purchases and sales. Where no exchange exists, 
the individual investor must often “shop around” from dealer 
to dealer in order to learn fully the condition of the market 
and thus get the best price available. This he is seldom in a 
position to do. Hence the exchange, when it actually brings all 
bids for and offers of securities to one central market place, 
can give a distinctly greater degree of marketability, because 
it relieves him from reliance on one or a few traders in finding 
the best bid for his securities. 

The chief social functions performed by the exchanges may 
be summarized as follows: 

1. A central market place for numerous buyers and sellers 
is established for the security, so that its value tends to reflect 
the judgment of many individuals buying or selling it in com- 
petition with other securities and with each other. 

2. The quality of increased marketability is imparted to 
the security, so that it will be less apt to suffer wide and erratic 
fluctuations merely because of inability to find buyers or sellers 
for it at a given moment 

3. The security is made available by such marketability for 
use as collateral for a loan, thus helping the investor and more 
especially the speculator to hold it without relying wholly on his 
own resources. 

4. Supervision and publicity for securities are assured. Al- 
though exchanges generally seek to interfere as little as possi- 
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ble with the companies whose securities are traded in thereon, 
they do seek vigorously to prevent out-and-out frauds The 
New York Stock Exchange has long set a comparatively high 
standard in the amount of publicity required from govern- 
ments and companies whose securities are listed thereon. The 
Securities Exchange Act of 1934 has further extended these re- 
quirements and made them generally applicable. 

5. The exchange acts as a shock absorber in times of panic 
and impaired confidence. At such a period, when the general 
tendency is to convert claims into cash, the great need is 
for a place in which property of any kind may be liquidated 
quickly Securities are particularly suitable for this purpose, 
and for this reason economic crises almost invariably witness 
exaggerated declines in security prices; but nevertheless this 
ability to liquidate them may help to alleviate the effects of 
the calamity elsewhere m the business structure. 

Other Stock Exchanges 

Among the thirty-one other security exchanges in this 
country, the New York Curb Market stands as the leader in 
size. 

The curb had a very informal beginning as an outdoor mar- 
ket, on which stocks not traded in on the New York Stock Ex- 
change were bought and sold. In its day, it amounted to little 
more than an “over-the-counter” market, except that it was 
brought together in one place. In the course of time, especially 
during the war, its transactions expanded largely, and many 
stock exchange houses acquired membership. Finally, the curb 
moved indoors into a building of its own in 1920, and now 
constitutes an important auxiliary exchange. It furnishes a mar- 
ket for a number of issues that do not seek listing on the New 
York Stock Exchange because of inadequate size, highly specu- 
lative character, unwillingness to pay high listing fees or, in the 
past, unwillingness of the company to disclose the information 
about its affairs which is demanded by the Committee on Stock 
List of the large exchange before the listing privilege is ac- 
corded. Also, securities for which initial distribution is de- 
sired often have a preliminary listing on the curb. 

On the New York Curb Market, as on most exchanges out- 
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ide of the New York Stock Exchange, a large proportion of 
he issues traded in are not fully and formally listed, but are 
idmitted to “unlisted trading privileges.” In such cases, listing 
s not arranged by the company, but a member of the curb 
ixchange by paying a small fee applies for and obtains the 
irivilege to trade in these issues In the past, a majority of 
he issues traded in on the curb were in this category. 

When the Securities Exchange Act of 1934 was enacted, the 
irivilege to trade in unlisted issues on exchanges was extended 
or a short period, and in 1936 legislation was enacted that 
»ermits an indefinite extension of this privilege. It became of 
larticular importance because a security admitted to unlisted 
rading privileges on an exchange is regarded as a registered 
ssue, and as such is eligible for extensions of credit by banks 
nd brokers. 

Under the new legislation of 1936, issues that had been ad- 
mitted to unlisted trading privileges on March 1, 1934, could 
ontinue to enjoy this privilege, with the approval of the Se- 
urities Exchange Commission. Additional securities of the fol- 
ding classes could be admitted to unlisted trading privileges 
n exchanges: 

1. Any security duly listed and registered on any other 
national securities exchange. 

2. Any security for which there is available a registration 
statement and current reports under either the federal 
Securities Act of 1933 or the Securities Exchange Act 
of 1934- 

It will be noted that under this amendment to the Securities 
xchange Act issues which either are listed on other exchanges 
r have available about themselves information equivalent to 
lat required to qualify for listing on the New York Stock Ex- 
mange may be given unlisted trading privileges, and thus be- 
mme eligible as collateral and margin accounts. However, the 
ption remains with the authorities of each exchange to grant 
ich privileges. The New York Stock Exchange, in accordance 
ith a practice of long standing, does not admit securities to 
nlisted trading privileges, insisting that each issue in which 
ading is conducted on its floor be fully listed. 
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Appendix 

RULES FOR THE REGULATION OF TRADING ON 
EXCHANGES 

Recommended by the Securities and Exchange 
Commission for Adoption by National 
Securities Exchanges 

First Rule. Excessive Trading by Members. No member, and no 
firm of which he is a partner and no partner of such firm shall 
effect on die exchange purchases or sales for any account in which 
such member, firm, or partner is directly or indirectly interested, 
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which purchases or sales are excessive in view of .the financial re- 
sources of such member, firm or partner or in view of the market 
for such security. 

Second Rule. Trading for Joint Account, (a) No member, while 
on the floor, shall, without the prior approval of the exchange, 
inmate the purchase or sale on the exchange of any security 
classified for trading as a stock by the exchange for any account in 
which he, or the firm of which he is a partner or any partner of 
such firm, is directly or indirectly interested with any person other 
than such firm or partner. 

(b) The provisions of this rule shall not apply to any purchase 
or sale (1) by any member for any joint account maintained solely 
for effecting bona fide domestic or foreign arbitrage transactions, 
or (a) by an odd-lot dealer or a specialist for any joint account in 
which he is expressly permitted to have an interest or participation 
by the Eleventh or Fouiteenth Rules, respectively. 

Third Rule. Repoit of Joint Accounts, (a) No member, and no 
firm of which he is a partner and no partner of such firm, shall, 
directly or indirectly, hold any interest or participation in any 
joint account for buying or selling any security on the exchange, 
unless such joint account is reported to and not disapproved by the 
exchange. 

(b) Such report shall be filed with the exchange by any mem- 
ber, firm or partner participating in such joint account before any 
transactions are effected on the exchange for such joint account and 
shall include in substance the following: 

(1) Names of persons participating in such account and their 
respective interests therein. 

(a) Purpose of such account. 

(3) Amount of commitments in such account. 

(4) A copy of any written agreement or instrument in writing 
relative to such account. 

(c) Every member, the firm of which he is a partner and every 
partner of such firm, shall file with the exchange not later than 
Saturday of each week with respect to every joint account existing 
at the close of business on the preceding Wednesday in which such 
member, firm or partner is directly or indirectly interested, a report 
containing in substance the following information, unless such 
information is reported to the exchange by some other member, 
firm or partner: 
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(1) Name and amount of each security purchased or sold dur- 
ing the week ending on such Wednesday. 

(2) Amount of commitments in such account at the close of 
business on such Wednesday. 

(3) Any change which rendeis no longer accurate any portion 
of the original statement filed. 

(d) Every member, the firm of which he is a partner and every 
partner of such firm, shall file with the exchange not later than 
Saturday of each week with respect to every joint account existing 
at the close of business on the preceding Wednesday of which such 
member, firm or paitner has knowledge by reason of transactions 
executed by or through such member, firm or partner for such 
account, a report containing in substance the following information, 
unless such information has previously been reported to the ex- 
change: 

(1) Names of persons participating in such account and their 
respective interests therein 

(2) Purpose of such account. 

(3) Name and amount of each security purchased or sold 
during the week ending on such Wednesday. 

(4) Amount of commitments in such account at the close of 
business on such Wednesday. 

Fourth Rule. Discretionary Transactions, (a) No member, while 
on the floor, shall execute or cause to be executed on the exchange 
any transaction for the purchase or sale of any security classified for 
trading as a stock by the exchange with respect to which trans- 
action such member is vested with discretion as to (1) the choice 
of security to be bought or sold, (2) the total amount of any 
security to be bought or sold, or (3) whether any such transaction 
shall be one of purchase or sale. 

(b) The provisions of paragraph (a) of this rule shall not apply 
(1) to any discretionary transaction executed by such member for 
any bona fide cash investment account or for the account of any 
person, who due to illness, absence or similar circ umsta nces, is ac- 
tually unable to effect transactions for his own account; provided 
that such member shall keep available for inspection a detailed 
record of any such transaction and the grounds for exercising such 
discretion and shall file with the exchange on August 1, 1935, and 
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quarter annually thereafter a report covering the preceding quar- 
terly period showing the name of each account for which any such 
transaction was executed, the amount of such discretionary pur- 
chases or sales and the grounds for exercising such discretion with 
respect to each account, or (a) to any transaction permitted under 
the second rule for any account in which the member executing 
such transaction is directly or indirectly interested. 

(c) No member, and no firm of which he is a partner and no 
partner of such firm shall execute or cause to be executed on the 
exchange purchases or sales of any security classified for trading as 
a stock by the exchange for any account with respect to which such 
member, firm or partner is vested with any discretionary powei, 
which purchases or sales are excessive in size or frequency in view 
of the financial resources in such account. 

Fifth Rule. Trading by Member while Acting as Broker, (a) No 
member shall (1) personally buy or initiate the purchase of any 
security on the exchange for his own account or for any account 
in which he, or the firm of which he is a partner or any partner 
of such firm, is directly or indirectly interested, while such member 
personally holds or has knowledge that his firm oi any partner 
thereof holds an unexecuted market order to buy such security in 
the unit of trading for a customer, or (2) personally sell or initiate 
the sale of any security on the exchange for any such account, while 
he personally holds or has knowledge that his firm or any partner 
thereof holds an unexecuted market order to sell such security in 
the unit of trading for a customer. 

(b) No member shall (1) personally buy or initiate the purchase 
of any security on the exchange for any such account, at or below 
the price at which he personally holds or has knowledge that his 
firm or any partner thereof holds an unexecuted limited price order 
to buy such security in the unit of trading for a customer, or (2) 
personally sell or lmtiate the sale of any security on the exchange 
for any such account at or above the price at which he personally 
holds or has knowledge that his firm or any partner thereof holds 
an unexecuted limited price order to sell such security in the unit 
of trading for a customer. 

(c) The provisions of this rule shall not apply (1) to any pur- 
chase or sale of any security in an amount of less than the unit of 
trading made by an odd-lot dealer to offset odd-lot orders of cus- 
tomers, or (2) to any purchase or sale of any security, delivery of 
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which is to be upon a day other than the day of delivery provided 
in such unexecuted market or limited price order. 

Sixth Rule. Successive Transactions by Members. No member, 
and no firm of which he is a partner and no partner of such firm 
shall execute or cause to be executed on the exchange the purchase 
of any security at successively higher prices or the sale of any 
security at successively lower prices for the purpose of creating or 
inducing a false, misleading or artificial appearance of activity in 
such security, or for the purpose of unduly or improperly influenc- 
ing the market price of such security, or for the purpose of making 
a price which does not reflect the true state of the market in such 
security. 

Seventh Rule. Trading by Members Holding Options. No mem- 
ber, while on the floor, shall initiate the purchase or sale on the 
exchange for his own account or for any account in which he, or 
the firm of which he is a partner or any partner of such firm, is 
directly or indirectly interested, of any security classified for trading 
as a stock by the exchange, in which he holds or has granted any 
put, call, straddle, or option, or in which he has knowledge that 
the firm of which he is a partner or any partner of such firm holds 
or has granted any put, call, straddle, or option. 

Eighth Rule. Record of Orders, (a) Every member or the firm 
of which he is a partner or any partner of such firm shall preserve 
for at least twelve months a record of every order transmitted by 
such member, firm or partner to the floor of the exchange, which 
record shall include the name, amount and price of the security 
and the time when such order was so transmitted. 

(b) Every member shall preserve for at least twelve months a 
record of every order originating on the floor of the exchange 
given to such member for execution, and of every order originating 
off the floor, transmitted by any person other than a member, firm 
or partner, to such member on the floor, which record shall include 
the name, amount and price of the security and the time when such 
order was so given or transmitted. 

Ninth Rule. Registration of Specialists. No member shall act as 
a specialist in any security unless such member is registered as a 
specialist in such security by the exchange. 

Tenth Rule. Trading by Specialists. No specialist shall effect on 
the exchange purchases or sales of any security in which such 
specialist is registered, for any account m which he, or die firm of 
which he is a partner, or any partner of such firm, is directly or 
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indirectly interested, unless such dealings are leasonably necessaiy 
to peimxt such specialist to maihtam a fair and orderly market, or 
to act as an odd-lot dealer m such security. 

Eleventh Rule. Joint Accounts of Specialists No specialists, and 
no firm of which he is a partner, and no partner of such firm, shall, 
directly or indirectly, acquire or hold any interest or participation 
in any joint account for buying or selling on the exchange any 
security classified for trading by the exchange as a stock in which 
such specialist is registered, except a joint account with a partner of 
such specialist, a member of the exchange, or a firm of which a 
member is a partner. 

Twelfth Rule. Records of Specialists. Every specialist shall keep 
a legible record of all orders placed with him in the securities in 
which he is registered as a specialist and of all executions, modifi- 
cations and cancellations of such orders, and shall preserve such 
record and all memoranda relating thereto for a period of at least 
twelve months. 

Thirteenth Rule. Registration of Odd-Lot Dealers. No member 
of the exchange shall act as an odd-lot dealer in a security unless 
such member is registered as an odd-lot dealer in such security by 
the exchange. 

Fourteenth Rule. Joint Accounts of Odd-Lot Dealers. No odd- 
lot dealer, and no firm of which he is a partner, and no partner of 
such firm, shall, directly or indirectly, acquire or hold any interest 
or participation in any joint account for buying or selhng on the 
exchange any security in which such odd-lot dealer is registered, 
except a joint account with a partner of such odd-lot dealer, a mem- 
ber of the exchange, or a firm of which a member is a partner. 

Fifteenth Rule. Options of Specialists and Odd-Lot Dealers. No 
specialist or odd-lot dealer, and no firm of which such specialist or 
odd-lot dealer is a partner and no partner of such firm, shall ac- 
quire, hold, or grant, directly or indirectly, any interest in any 
put, call, straddle, or option in any security classified for trading 
as a stock by the exchange in which such specialist or odd-lot dealer 
is registered. 

Sixteenth Rule. Short Selling, (a) No member shall use any 
facility of the exchange to effect on the exchange a short sale of 
any security in the unit >of trading at a price below the last sale 
price of such security on the exchange. 

(b) The provisions of this rule shall not apply to any short sale 
( 1 ) by an odd-lot dealer to offset odd-lot orders of customers, (a) 
by an odd-lot dealer to liquidate a long position which is less than 
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the unit o£ trading, provided the net change in the position of such 
odd-lot dealer after any such short sale is not more than the unit 
of trading in such security, or (3) by any member, with the ap- 
proval of the exchange, for the purpose of equalizing the price of a 
security on the exchange with the price of the same security on 
another national securities exchange which is the principal market 
for such security. 



Chapter IV 

THE BROKERAGE BUSINESS 


Commission House Organization 
Every firm registered as a member of the New York Stock Ex- 
change must adopt the partnership form of organization in 
order to insure unlimited liability for the protection of cus- 
tomers. 1 The partnership consists of a group of individuals 
who contribute varying sums to constitute the initial capital 
of the business. An important part of the capital goes to buy 
one or more seats on die New York Stock Exchange, and as 
many other exchanges as the firm decides to do business upon. 
The rest of the money goes into furniture and fixtures for the 
brokers’ quarters, and into bank accounts, usually in several 
leading institutions, to facilitate its ordinary business. Owing 
to the high cost of exchange seats, brokerage houses require 
substantial capital, unless arrangements are made to bring 
in upon a special basis some individual exchange member who 
already owns his seat. 

The organization of a typical stock exchange commission 
house is shown in Fig. 4. The same essential principle of or- 
ganization is used generally, although individual firms show 
wide variations in accordance with the peculiar features of 
their business. It will be seen that brokerage house organiza- 
tion follows functional lines. The several departments may be 
grouped, according to function, into six divisions: 

1. Relations with customers 

2. Handling of orders 

3. Handling of securities 

4. Handling of cash and collateral loans 

l The liability o£ inactive partners may be limited by forming a limited 
paitnership. To gain such limited liability for the special partnership, it must 
be registered as such. See Gerstenberg, C W., Financial Organization and 
Management, pp 54-55. 
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5. Records 
6 Statistical 

1 Relations with Customers . — This function of the firm is 
usually under the direction of one or more of the partners. 
These latter may have special connections with financial insti- 
tutions or substantial investors who provide the firm with a 
great part of its business. As the cost of executing an order for 
several thousand shares is not much greater than that of ex- 
ecuting one for ten shares, several big accounts may provide 
the house with the major portion of its profit. 


ORGANIZATION OF A BROKERAGE HOUSE 



In addition to one or more partners who establish relations 
with the customers of the firm, the larger brokerage p^juses will 
have a number of customers’ men, the counterpa '-of the 
salesmen in the investment banking house. The customers’ 
man receives orders to buy and sell securities, by personal call, 
telephone, telegraph or mail. The New York Stock Exchange 
forbids the payment of a commission to customers’ men based 
on the volume of business transacted, in an effort to make the 
latter a disinterested adviser. But, in fact, records of the 
business brought in by each customers’ man are carefully com- 
piled by most houses, and those that fail to obtain sufficient 
orders either are dropped or have their salaries reduced, while 
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those with a successful record enjoy corresponding increases 
in remuneration. Salaries may not be changed more often than 
every three months. The Stock Exchange also requires six 
months’ previous experience as a junior customers’ man, or its 
equivalent, and a clean record, before it will permit an indi- 
vidual to serve in this capacity with a member firm. Since 1936, 
all new customers’ men have been required to pass a compre 
hensive examination prepared by an exchange committee. 

The customers’ man is an important cog m the stock-trading 
machinery. Through his hands pass the bulk of the orders from 
individual investors and traders to buy and sell stocks listed 
on the big exchanges. Usually only the larger clients deal 
directly through partners of the firm. If the customers’ man’s 
advice is inept, serious loss may ensue. The customers' man has, 
however, increasingly become a mere agent for receiving buy- 
ing and selling orders, the advice-giving function being left 
to the trained men of the statistical department. 

The bulk of the orders in many commission houses come 
from margin account customers, although the volume of orders 
to be executed on a full-payment or cash basis has become pro- 
portionately far larger in recent years. A margin account is one 
in which the customer buys securities with a partial cash pay- 
ment, the balance being borrowed from his broker, who, in 
turn, may finance the transaction through a bank loan. Thus, 
a customer who buys 100 shares of Union Pacific at 200 owes 
the broker $20,030 for this transaction, including the com- 
mission. He may be expected to deposit only 60 per cent of 
this amount, or $12,018, the broker lending him the balance, 
the loan being secured by the deposit of the stock certificate as 
collateral. 

2. Handling of Orders .— ^ Orders received by the customers’ 
men take several forms. They are: 

1. Market orders: These are executed immediately at 
the best price obtainable at the time the order reaches 
the floor of the exchange. 

2. Limit orders: Most orders set a price limit which the 
customer is willing to pay, or to receive. Such orders are 
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subdivided into various types, according to the length of 
time they remain in force, unless executed. 

(a) Day orders: Such orders are automatically canceled 
if not executed during the day in which they are placed. 
All orders are day orders unless otherwise specified 

(b) Good until countermanded (G T C.) : Orders of 
this kind remain valid until either executed or canceled 
by express order of the customer. 

(c) Good this week (G.T.W.) : Such orders are auto- 
matically canceled if not executed by the close of business 
on Saturday of the week in which the order is placed 

(d) Good this month (G.T M.) : These orders are auto- 
matically canceled if not executed by the close of business 
on the last business day of the month in which the order 
is placed: 

3. A “stop-loss” order is one which becoines an order 
to buy or sell, as the case may be, at the market, as soon as 
a certain named price has been reached by the stock. 

The order department is responsible for keeping files of these 
various orders up to date, as an error may be costly and prove 
a source of both monetary loss to the firm and serious friction 
with the customer. 

The orders are executed by the floor members, who receive 
them from the order department. The orders are turned in 
by the customers’ men and through other channels to the order 
clerks, who transmit them by telephone to the floor of the 
exchange. There the orders are executed and reports of them 
are immediately telephoned back to the office. A record of each 
transaction is then sent to the clearing house department, 
which arranges the actual delivery or receipt of the stock cer- 
tificates; to the report department, which sends a confirmation 
to the customer through the mails; and to the accounting de- 
partment, which makes the necessary entries on the books of the 
firm. The accounting department, in turn, quickly notifies the 
margin clerk, whose sole function is to see that the individual 
accounts of clients are adequately protected by deposit of suffi- 
cient cash and securities. 
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3. The Physical Handling of Securities. — This is the work of 
the clearing house department, so called because the bulk of 
the work attached to this task has been enormously simplified 
through the organization of the Stock Clearing Corporation 
and a central delivery system by the stock exchange. The ex- 
change clearing mechanism will be described presently. At- 
tached to this department is a fleet of runners, who carry 
securities and checks hither and thither in the financial dis- 
trict as the business of the firm requires. 

4. The Handling of Cash. — The cashier’s department is re- 
sponsible for the handling of cash. By handling receipts and 
disbursements, the cashier knows at about 2:15 p.m. of each 
day the approximate money position of the firm, and there- 
fore the amount of new loans needed. Accordingly he, or a 
subordinate loan clerk, arranges to borrow money, generally 
using customers’ securities as collateral, or to call loans which 
he is able to pay off, thus reducing the interest charges whicli 
the firm must pay. Old loans are either renewed or called m 
the forenoon. The cashier’s department also has jurisdiction 
over the securities in the possession of the firm, keeping a rec- 
ord of each certificate received and delivered, thus supple- 
menting the work of the clearing house department in the 
physical handling of securities. The margin clerk is often at- 
tached to the cashier’s department, and his approval is required 
before a client can withdraw cash or securities from his account. 

5. The Handling of the Records. — This is the work of the 
accounting or bookkeeping department, although in many firms 
this work is placed within the jurisdiction of the cashier’s de- 
partment. Not only are the accounts of customers and the 
firm itself kept here, but also the records of payment of in- 
terest and dividends on customers’ securities, and the accounts 
of branch offices. 

6. The Statistical Department. — The statistical department 
of a large brokerage house does more than the name implies. 
It not only serves the present customers of the house, but it also 
seeks to gain new ones through giving service to prospective 
clients and through advertising. 

The direct service given by the statistical department takes 
many forms. The most characteristic is the market letter, a 
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daily sheet discussing market trends and individual securities. 
In their efforts to avoid committing themselves as to the actual 
trend of events, many market letter writers have gained a 
reputation for proverbial tergiversation. In addition, individ- 
ual securities in which the brokerage house may or may not 
have a special interest are described in circulars, booklets and, 
during trading hours, “flashes.” A “flash” is a short statement 
on an individual stock or group of stocks advising immediate 
action, and it goes out over the wires to all the offices and cor- 
respondents of the house, and at times to its chief clients. Of 
course, the provisions of the Securities Exchange Act of 1934 
should be kept in mind constantly in the operation of the 
statistical department, to avoid conflict with the law. 

The work of the statistical department is made the basis of 
the firm's bids for business from new clients. The literature 
described is sent by mail to selected lists of prospective cus- 
tomers, and to the newspapers for possible quotation. Also, the 
advertising of most brokerage houses is built around the statis- 
tical department, the typical advertisement of many such 
houses consisting of invitations to inquire for circulars or let- 
ters which have been prepared on specific topics or securities of 
general interest. 

The statistical or service department also handles inquiries 
from clients and others on individual securities. The direct 
personal service thus given often proves an important builder 
of new business. 

Financing the Brokerage Business 

In active years, the value of securities traded in on the New 
York Stock Exchange may be in excess of $50,000,000,000. The 
brokerage business is one which involves the handling of large 
sums of money. 

A brokerage must possess a substantial amount of capital 
to gain the confidence of the banks and thus secure the credit 
needed for effecting this turnover, and it must also finance the 
expenses of its own organization. 

The average stock exchange house includes three types of 
partners: floor members, business getters, and moneyed men — 
the latter to supply the capital. This capital may be in the form 
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of cash or securities. Often only the use of securities is con- 
tributed, equitable title to the securities remaining with the 
contributor, who also receives interest and dividends as paid. 
Whether cash, securities or merely the use of securities is con- 
tributed, the result is the same; the firm has working capital 
with which to facilitate purchases and sales of securities, cover 
part of the balance due over and above customers’ margin in 
the unusual cases when this is necessary, take positions in 
stocks, and, in many cases, engage in the flotation of new issues 
from time to time as an investment house. 

However wealthy the firm, the capital contributed by the 
partners is usually only a small fraction of the working capital 
used in the business. The bulk of the capital comes from loans. 
New loans are frequently secured in the first instance as a 
“day loan” accommodation or "clearing loan” from the bank. 
Checks against this loan are paid out through the day as needed 
in the firm’s business These advances, sometimes termed “over- 
certifications,” are repayable the same day they are made. No 
interest was charged by the banks on such advances until 
recently, but now one per cent is charged. A brokerage house 
usually leaves its unsecured note with the bank to cover such 
advances from day to day as they are made. Such loans are 
granted by a bank as an accommodation to a brokerage house 
customer, and in return the brokerage house leaves a fair- 
sized balance with the bank. For a firm that gets day loan 
accommodation up to $1,000,000, it is customary to leave an 
average balance of $70,000. Very large houses will keep such 
accounts in several banks. Brokers belonging to the Stock 
Clearing Corporation obtain temporary accommodation for the 
day from the latter, which greatly reduces their need for day 
loans from banks. 

Brokers’ day loans are never carried overnight, and are ex- 
pected to be paid up by 3 o’clock of the day on which they are 
contracted. By that time, the loan clerk of the firm knows what 
receipts have come in, and therefore how large his overnight 
requirements are going to be. He can then adjust his collateral 
loans accordingly. Carrying such loans until 4 o’clock may 
entail a penalty charge by the bank, such as one day’s interest 
at the full call money rate. 
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The loan clerk arranges in the afternoon to borrow as nluch 
money as is needed to repay the accommodation loan and 
make any other payments due. Under normal conditions, most 
of his borrowings will be call loans, and the balance time 
loans. This will vary, however, according to the prevailing in- 
terest rates on the two types of loans. The rate on time loans 
usually is lower than on call loans, and furthermore it is im- 
mune, during the period of the loan, from the sharp flurries 
which sometimes characterize the call loan market. On the 
other hand, a sudden influx may depress the call rate well be- 
low the time rate. 2 A fuller description of the collateral loan 
market will be found below in Chapter XI. 

The brokerage firm, like the investment house, is free from 
the necessity of periodically making public its statement of 
condition and subjecting itself to rigid government regulation, 
as is the case with commercial banks Therefore, the public is 
necessarily in the dark as to the condition of any specific firm, 
although periodic statements are required of brokers by security 
commissioners in many states, and by the New York Stock 
Exchange of its members carrying margin accounts. 

One brokerage house in 1929 broke precedent and senL a 
statement of its condition to its customers. This statement in- 
dicates the large volume of business a broker can do with a 
relatively small capital of his own. The statement follows: 

Assets 

Cash in banks 

Cash on hand 

Deposit with Stock Clearing Corp 

Memberships . . . , 

Customers’ debit balances , . 

Securities borrowed. 

Securities to deliver 

Unlisted department 

Bank loans receivable , , , . . 

Dividends receivable 

Commission receivable . 

Revenue tax stamps 

Furniture, fixtures and good will , 

Total #33>oag,sog 

* In times of high interest rates, such as 1988-19*9, time loans become o£ 
negligible importance because they are not exempt from the usury law. 


, . . $ 488,07a 

8,353 
75,000 
633,500 
. . 30,586,603 
353.900 
383,108 
370,305 

. . 300,000 

9.587 

85,347 

2.733 
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Liabilities 

Capital . . . . 

Undivided surplus 

Bank loans payable 

Customers’ credit balances . 
Customers’ short commitments ... , 
Securities loaned 

Securities to receive 

Accounts with other brokers 

Commission payable . 

Interest, . . . . , 

Reserve 


$ s,6io,g8o 
576.543 
23,642,000 
1,160,572 
558,296 
3,044,700 
710,670 
557,586 


Total $33,029,209 

It will be noted that in this case the bank loans of the house, 
together with credit balances due customers and securities 
loaned to short sellers who turn over cash as collateral, aggre- 
gate about eight times the capital and surplus of the broker 
It must be borne in mind, however, in connection with state- 
ments of this kind, that they do not reflect the real position of 
the firm. The basic protection against difficulties lies in the 
value of the securities held for customers, against which they 
owe the firm $30,586,603. If this value remains largely in excess 
of the debit balances of the customers, the position of the house 
is not endangered even if its own capital is negligible. The 
size of this margin of excess value depends on the state of the 
market and the rigidity of the firm’s margin requirements. 

The minimum amount of capital required by a brokerage 
house has been set by the Securities Exchange Act of 1934. In 
the first place, this statute provides that the total indebtedness 
of a broker, including customers’ credit balances, shall not ex- 
ceed twenty times the net capital of the firm, exclusive of fixed 
assets and the value of its exchange membership, A similar re- 
quirement has long been imposed on its members by the New 
York Stock Exchange. 8 The Securities and Exchange Commis- 

"The registration statement o£ the New York Stock Exchange contains the 
following on this point* 

“Limitations on Members’ Maximum Indebtedness, or Ratio of Indebtedness 
to Capital* The Exchange does not prescribe specific rules or regulations in 
regard to maximum indebtedness or ratio oi indebtedness to capital The Com- 
mittee on Business Conduct requires that the ‘working capital' of any member 
or regisleied firm carrying margin accounts for customers shall be equal at least 
to the greater of (i) $25,000 or (a) the equivalent of 5% of the total debit 
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sion may by regulation further curtail the proportion of in- 
debtedness to capital of a brokerage house. 

Furthermore, under Regulation U, as it stood in the autumn 
of 1936, of the Board of Governors of the Federal Reserve Sys- 
tem, member banks are not permitted to lend more than 60 
per cent of the value of registered securities to exchange mem- 
bers on securities carried by the broker for his customers. Since, 
under Regulation T of the Federal Reserve Board, stock ex- 
change firms may m turn lend to their customers no more than 
45 per cent of the value of registered securities, it would appear 
that the broker would need no capital of his own in order to 
finance his customers’ accounts. However, as will be explained 
later, these minimum requirements apply only to initial ex- 
tensions of credit by banks or brokerage houses. If the col- 
lateral of the customer should subsequently decline in value, 
then the broker, who must constantly renew his loans at the 
banks because of shifts in customers’ collateral, may find that 
he can borrow less than the amount which he lends to his cus- 
tomers. Under the rules of the New York Stock Exchange, a 
broker may lend to his customers up to approximately 77 per 
cent of the value of his collateral. Hence, a broker may, if he 
so wishes, carry securities for his customers in margin accounts 
after they have declined severely, but it is likely that he will 
have to utilize his own capital in large measure in doing so. 

Sources of Income of the Broker 

The brokerage business, like any other business enterprise 
in a capitalistic order of society, is operated to earn a profit. 

balances carried £01 customers having secured accounts, plus 30% of the market 
value of securities (other than government obligations) carried in firm and 
paitners' accounts and in customers' accounts which aie in deficit. In deter- 
mining what constitutes the 'working capital' of a firm, assets which, in the 
opinion of the Committee on Business Conduct, are not leadily marketable or 
readily acceptable as loan collateral aie excluded, and all unsecuied customers’ 
debit balances are deducted and also the aggregate amount necessary to make 
any insufficiently maigined customers' accounts meet the requirements of ten 
points on short commitments and 30% of the debit balance on long commit- 
ments. Open commitments m secuiilies, commodities, foreign exchange and 
other similar transactions are marked to the market and any deficits in such 
commitments are likewise deducted before the ‘working capital’ is determined." 

The foregoing represents the usual minimum requirements of, the committee 
on business conduct Additional or special requirements are made in cases 
involving unusual situations. 
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Brokerage house expenses are large. First, there are the ex- 
pensive quarters which most of the larger houses maintain in 
the financial districts of New York and other important cities. 
Large clerical forces are required to handle the routine; and 
the partners, outside of a return on their investment, naturally 
expect to receive substantial compensation for the time spent 
in the strenuous task of running a securities trading business.- 
Finally, the profit must be sufficient to give an ample rate of 
return on the capital invested in exchange memberships and the 
working capital put into the business by the partners. 

The income of the broker on the ordinary margin account 
consists of two elements: commissions, and a differential inter- 
est charge. Minimum commissions on the leading exchanges 
are fixed at uniform rates for all members; the cutting of com- 
missions is rare, and is generally considered cause for expulsion 
or fine. On the New York Stock Exchange, the following rates 
were established in 1923, and, with minor changes, have been 
maintained since: 


For Shares Selling at: 


under 50c. 

50c -ggc 

* i-« 9.99. -• 
10- a4 99 
B5- 49 99 ■ 

5 o- 74 99--- 
75- 99 99- ••• 
100- 199 99 . 

200 and above. 


Commission Rate per Share, 
any rate agreed upon 


7J*. 
12 J 4 c 


30c. plus 5c. for each $50 
or fraction thereof above 
$250 per share 


A minimum commission varying from $1 to $5 is charged by 
most brokerage houses for any one transaction. 

The rates above are reduced to $2.50 per hundred shares 
(on stocks selling at 10 to 124.99 a share) when transacted 
for other members and not ‘‘cleared.’’ A slightly higher rate 
must be charged if the delivery and payment for the transaction 
are contemplated through the member executing the order. 

The second source of income for the brokerage house is the 
interest charged by the broker on the debit balance due from 
the customer, over and above the amount paid by the broker to 
the bank. This charge is generally regarded as constituting a 
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service charge by the broker for arranging the loan. Thus, when 
the average rate for money through the month is 1 per cent, 
most brokerage houses will charge their customers on their 
debit balances from 3 to 51^ per cent, depending on the size of 
the account. The broker’s “spread” is often more than appears 
from the prevailing call money rate, for he usually borrows a 
part of his requirements on a time basis at less than the average 
call rate. Furthermore, he pays those customers who have a 
credit balance a relatively low rate of interest, often one 
or two per cent below the average call rate; but such credit 
balances cut the amount of bank loans he makes. Finally, lend- 
ing stocks to short sellers may give the broker substantial sums 
at low interest rates. 

Demand collateral loans are exempt from the usury laws in 
New York and most other states. This exemption does not apply 
to time loans, however, or to demand loans of less than $5,000. 
Therefore time loans become unpopular with lenders after the 
rate rises above 6 per cent, for the interest cannot be collected 
at law. Also, a few brokers will not charge more than 6 per 
cent on debit balances of less than $5,000, despite legal de- 
cisions holding such higher charges permissible because the 
broker borrows in large amounts without regard to specific re- 
quirements of individual small accounts. 

The New York Stock Exchange favors the same uniformity 
in interest charges as in commissions, although some differential 
for the size of the account is allowed in practice. The by-laws of 
the New York Stock Exchange state that allowing a client a 
preferential rate of interest for the purpose of getting business 
is an act against the interest and welfare of the exchange. 

The broker’s revenue from short sales is usually larger than 
on "long accounts.” When stocks are sold short, the proceeds re- 
ceived from the sale are turned over to the broker from whom 
stock is borrowed, the borrowed stock then being turned over 
to the purchaser in fulfillment of the sale. Now the lender of the 
stock usually pays a specified rate of interest on the money he 
receives as security for the stock loaned. The interest thus paid 
is retained by the broker who made the short sale, and consti- 
tutes clear profit for him, in addition to the commissions re- 
ceived. Furthermore, the broker lending the stock, which be- 
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longs as a rule to clients holding it on margin, generally pays 
less than the market rate of interest for the use of the money, 
thus cutting the average cost of his funds. 

Besides the income from commissions and interest charges, 
most brokerage houses eke out their profits in a number of ways. 
Some establish commodity trading departments; others, trading 
departments for over-the-counter securities, acting as dealers 
and brokers in this important market. A few do a foreign ex- 
change, arbitrage or commercial paper and acceptance busi- 
ness The majority at one time or another take positions in 
securities on their own account, or open investment depart- 
ments where they act as investment bankers in floating new 
enterprises or bringing out new issues of securities. Another 
source of profit that has been tapped lately by some brokers is 
the establishment of investment trusts or investment manage- 
ment departments, usually in cooperation with other interests. 
These investment trusts then become important clients of the 
brokerage house, and thus greatly increase its commission busi- 
ness. Besides, the brokers may make large profits from the own- 
ership of the junior securities of the investment trust. 

Relation between the Broker and his Client 

Owing to the comparatively complex dealings which take 
place between the broker and his customers, a number of fine 
legal points have been determined only after a long course 
of litigation. The law of the brokerage business has now been 
largely clarified, so that the relation of the broker to his client 
can be stated in definite terms. 

The broker occupies more than one legal position in his deal- 
ings. In fact, four distinct relationships are involved in the 
handling of the usual brokerage account. These are: 

1 The broker as agent, the customer as principal. This is the 
basic relationship, typical of the brokerage business generally. 
In executing orders the broker is subject to the usual liabilities 
of agents, and in practice, owing to the superior financial re- 
sponsibility of the broker, he is looked to in case contracts are 
broken by the customer. 

2 . The broker as creditor, the customer as debtor This rela- 
tionship applies to the unpaid balance of the customer owed 
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on the stocks he may purchase. It will also apply in case of any 
loss suffered by the customer in his account, as where short sales 
prove unprofitable. 

3. The broker as pledgee, the customer as pledgor. This rela- 
tionship applies to the stock which, purchased, for the customer 
on margin, is then pledged by him to secure the unpaid balance. 
The unpaid balance due to the broker from the owner of a 
margin account actually constitutes a secured debt, with the 
purchased securities themselves hypothecated as security. In lieu 
of cash margin, a customer will frequently deposit other securi- 
ties that he owns, which are also then considered pledged. 

4. The broker as trustee, the customer as beneficiary. This 
relationship applies to stocks and bonds owned by the customer 
and deposited with the broker when no debt is due to the latter. 
Frequently customers will have credit balances in their account, 
or the debit balance due is far less than the value of the de- 
posited securities. It has been held that the broker cannot freely 
use the customers’ securities as collateral for bank loans in such 
a case, but must consider himself as a fiduciary holding them 
for the client as beneficiary. Sections 956-957 of the New York 
Penal Code define penalties to which the broker is subject for 
illegal pledging of such securities; but a waiver of this provision 
on a so-called “hypothecation card” is usually required by 
brokerage houses, to permit them to hypothecate all securities 
in a margin account, regardless of the size of the debit balance, 
as the amount owed to the broker by the customer is called. 4 

While the brokerage relationship has these four different 
aspects, the major one is that of agent and principal. The broker 
in practice undertakes and agrees to do the following: 5 

1. To buy or sell the stocks indicated by the customer at 
once. 

2. To advance all the money required for such purchases be- 
yond the usual and customary margin required of the customer. 

3. To carry or to hold such stocks for the customers’ benefit 

4 A rule of the New York Stock Exchange provides, however, that more of 
the customers' securities may not be pledged than is "fair and reasonable” in 
view of the indebtedness of the customer, regardless of such agieement. 

“See Markham vs. Jaudon, 41 N. Y. *35, decided in 1869 This is an old but 
leading case on this subject. 
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so long as that usual and customary margin is kept good, or 
until notice is given by either party that the account be closed. 

4. To have within his control and ready for delivery to the 
customer at all times the shares purchased, or an equal amount 
of other shares of the same issue within the broker’s right of 
reclamation or possession. 

5. To deliver such shares to the customer when required, 
upon payment of the balance due 

6. To sell such securities upon the order of the customer, 
and to account to the customer for the proceeds of such sale. 

The relationship between the broker and his client is usu- 
ally put to a test when the latter’s account is impaired through 
an adverse movement in the price of the securities held. When 
a fall in stock prices impairs the margin of a customer, the 
broker, to protect himself, calls for an additional deposit of 
funds. When these are not forthcoming, the broker may, and 
in fairness to his other clients and the solvency of his house 
should, place stop-loss orders without specific notice after the 
customer fails to respond to the margin call. The broker’s right 
to place a stop-loss order is based on the legal principle that an 
agent with an interest in the subject matter of a contract reserves 
his right to protect his interest in that contract. It has been 
held judicially that reasonable notice must be given the cus- 
tomer of the broker’s intention to close out his account when 
the margin deficiency is not made good, for the brokerage 
relationship constitutes an agency terminable at will 0 

In the case of a short sale, the broker may buy in the stock 
sold short immediately when it can no longer be borrowed, for 
the implied agency contract is then abrogated by impossibility 
of performance. 

Since the broker is primarily an agent, it is best as a rule to 
restrict his activity accordingly. Discretionary accounts or 
orders, where the broker is given the right to buy or sell for 
a client without consulting him, usually lead to dissatisfaction) 
and most houses and customers’ men discourage this practice. 

* This notice usually states the securities to be sold, and the time and the place 
of sale. It is sent by registered mail, with a return leceipt lequired This sale 
amounts to a foreclosure on hypothecated property, and the customer is liable 
for any remaining deficit in his account 
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Wire System 

In the brokerage business, because of the nation-wide de- 
pendence upon the market furnished by the New York Stock 
Exchange, branch and correspondent relationships have long 
been highly developed. In 1936, there were more than 1,000 
branch offices of stock exchange houses, and more than 3,000 
non-member correspondents, several houses having a dozen and 
more out-of-town offices, as well as numerous correspondents 
for whom they execute orders. A small group of the larger 
houses have as many as fifty branch offices each, including corre- 
spondents. 

The leased wire system is a remarkable example of mechan- 
ical efficiency, and has been developed to a point where the dif- 
ferent pans of the country are closely tied in with the major 
market places, especially New York. The maintenance of this 
service at a very low cost is made possible through the use of 
so-called “carrier current,” by which a single pair of telephone 
wires may be used simultaneously for 24 telegraph conversa- 
tions. This is accomplished through carrying on the telegraph 
conversations by currents of different frequencies going over 
the same wires, and separated at each end by a “selecting cir- 
cuit” device. 

Fig. 5 shows the private wire system of a large stock exchange 
house with connections from coast to coast, from Boston to New 
Orleans, from Los Angeles to Seattle. 

Margin Regulation 

The brokerage business has been vitally affected by regula- 
tion of margins provided in the Securities Exchange Act of 
1934. That statute gave to the Board of Governors of the 
Federal Reserve System the power to determine and to vary 
the maximum amount of credit that could be extended, either 
by brokerage houses or by banks, on registered securities. This 
authority has been utilized to discourage widespread margin 
trading or purchasing of securities with bank credit, such as de- 
veloped during the period before 1929. (See Appendix III.) 

When an account becomes undermargined under the provi- 
sions of Regulation T of the Federal Reserve Board, the broker 
is under no obligation to insist on additional margin or, in the 
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alternative, sell out the account. It merely falls into the cate- 
gory of a restricted account, in which no transaction may be 
effected that will have the result of increasing the customer’s 
debit balance. The broker can then establish his own rules to 
govern calls for additional margin or forced selling, subject to 
the New York Stock Exchange requirement that a minimum 
margin of 30 per cent of the debit balance, equivalent to slightly 
over 23 per cent of the market price, be maintained. 

Hence, the technical position of the market has been strength- 
ened as compared to the situation prevailing before 1935, when 
reactions usually brought heavy selling from thinly margined 
accounts that had become impaired Now, on a reaction, nu- 
merous accounts become restricted, so that their buying power 
is exhausted, but forced selling is avoided until the individual 
broker’s or the exchange’s margin requirements are no longer 
met. Also, by putting up sufficient additional cash or collateral 
to margin new commitments, a customer may be permitted to 
add to his holdings in a restricted account, without first making 
good the deficiency in his margin, under Regulation T. 

With the establishment early in 1936 of a flat 55 per cent 
margin requirement, or 45 per cent maximum loan value, for 
both brokerage houses and banks, the volume of margin trad- 
ing was materially reduced. As a result, brokerage houses must 
depend more largely upon investment rather than speculative 
business. Furthermore, even during periods of major price 
changes, the total volume of turnover on the exchange is likely 
to be smaller because of this curtailment of margin speculation. 

The reduced volume of margin trading has also tended to 
increase the emphasis upon investment service and investment 
advice on the part of brokerage houses. Several houses have, 
in fact, entered the field of investment management, both be- 
cause of the fees they can thus obtain and because of the in- , 
creased volume of commission business which comes to them 
through accepting advisory and discretionary accounts. 

Margin regulation by the Federal Reserve Board also makes 
it necessary for those who are responsible for the conduct of a 
commission house to keep abreast of credit developments, and 
to foresee, as far as possible, likely changes in margin regula- 
tions from time to time. 
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The brokerage business has thus been transformed into one 
which caters more largely than formerly to an investment cli- 
entele. For that reason, standards of service, statistical and 
otherwise, have been raised higher than ever before, and there 
is less dependence upon the in-and-out speculative traders who 
formerly often accounted for the bulk of the business on the 
exchange. The provisions barring manipulation of security 
prices and restrictions on trading for their own accounts by 
officials, directors and large stockholders of corporations have 
emphasized this tendency 

The Over-the-counter Markets 

Outside the organized exchanges, a vast amount of security 
trading is conducted on the over-the-counter market. In the 
aggregate, as we have seen, a vastly larger number of security 
issues enjoy whatever marketability they possess on this over- 
the-counter market, particularly in the case of stock and bond 
issues of small enterprises, the obligations of municipalities, and 
the securities of special group corporations such as banks, in- 
surance companies and investment trusts. 

Section 15 of the Securities Exchange Act of 1934 for the 
first time subjects the over-the-counter market to federal regu- 
lation. However, the constitutional basis of federal regulation 
of unlisted trading is far less clear than in the case of securities 
exchanges on which orders from all over the country are exe- 
cuted, As a result, the Securities and Exchange Commission has 
been hesitant about applying to the over-the-counter markets 
the same type of control that it has upon the registered securi- 
ties exchanges. 

The Commission has been influenced by two main considera- 
tions in the evolution of its regulatory policies applicable to 
over-the-counter markets. On the one hand, it has sought to 
avoid discouraging corporations and governments from listing 
their securities, for in that event the whole purpose of security 
market regulation would be defeated. On the other hand, the 
Commission has recognized the fact that to stamp out the over- 
the-counter markets would be to injure the public interests 
severely by greatly limiting or eliminating the quality of mar- 
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ketability which that maiket confeis upon a laige number < 



registration is effected by filing with the Commission an appl. 
cation in which ceitam information about the applicant and hi 
business is presented Thirty days aftei the application has beei 
leceived by the Commission, the legislation is effective unles 
denied foi cause When denied in this way, or when revoke 
aftei its effective date, the Commission must furnish appropriat 
notice and an opportunity for a hearing Among the causes fo 
such denial of regulation specifically stated m the statute aie 
1 Willful misrepresentation in the application for legis 

a Conviction for a felony 01 misdemeanoi involving th< 
purchase 01 sale of any security within ten yean pre 
ceding the filing of the application. 

3. The existence of a tempoiaiy or peimanent mjunctioi 
against the applicant which bars him from engaging 
in the purchase or sale of any security 
4 A willful violation of the Securities Act of iggg or of th< 
Securities Exchange Act 

Regulation of Over-the-counter Practices 
In the spring of 1936 the Securities and Exchange Commis 
sion promulgated a number of regulations affecting the ovei 
the-counter markets Registered brokers and dealers must con 
form to .these, regulations; if they do not, their legislation mag 
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Direct vs. Indirect Investment 

In the simple investment banking transaction, the mvestoi 
buys secuiities dnectly hom a bond house 01 through a bioker 
fiom anothei investoi Tile buiden o£ choice and the usk o£ 
loss rest on him alone 

As the volume of outstanding investment secuiities lias e\- 
panded to huge pioportions, and the types of issues offered 
have multiplied many times ovei, the choice of investments has 
become lncieasmgly difficult The investing process at any one 
moment is, to a laige extent, a mattei of compaung values No 
matter what the state of business in general or the condition of 
the securities maikeis, there are always secuiities which aie "out 
of line,” because then quotations, compaied with those for 
other securities, aie too high ot too low To appiaise individual 
secuiities and (bus find issues undervalued in the maiket, and 
to foresee broad changes m the general level of security prices 
so as properly to time individual pui chases, are the majoi func- 
tions of investment analysis 

Under these conditions, the investor whose pumary personal 
interest is elsewhere has a strong incentive to use an intermedi- 

ate institution, placed between himself and the seller of securi- 
ties, which can adequately perform the tasks of investment 
analysis. These intermediate institutions, formed for the spe- 
cific purpose of investing other people’s money, have grown 
to such laige proportions that they are now a very impoitant 
part of the investment banking machinery. Although exact in- 
clusive figures aie not available, the capital which they now 
hold and Invest is certainly upward of fifty billions of dollars. 

Theie are thiee basically different types of investing institu- 

tions which have been fully developed in this country The first 
of these, typified by the savings bank, opeiates as an institu- 












and typical form of savings bank In the South and West, how- 
evei, it has made piactically no headway, and in the East it has 
met in latei yeais with inci easing competition ftom other less 
lestiicted types of wteimediate investing institutions which aie 
described latei in this chapter The stock savings bank, run on 
a commeicial basis, is still bund in California, Iowa and sev- 
eral other states, but is not an important type of investing insti- 
tution m this countiy 


Organization and Operation of the Mutual Savings Bank 
Mutual savings banks aie found in seventeen states at the 
pieient time More than go pel cent of these banks, however, 
aie located in New England, New York, New Jersey and Penn- 





4 Persona who wish to become salaried officials 
Savings banks receive only tune deposits, on which they may 
demand advance notice of 30 or 60 days, varying according to 
state law, before depositors may withdraw their funds The the- 
ory is that the fun* will be placed m permanent investments, 
so that day-to-day liquidity need not be maintained The size 
of individual deposits is limited, $7,500 being the maximum 
in New York, to prevent large individual depositois from 
jeopardizing the investment program of the bank through sud- 
den withdrawals of substantial sums As a result of these safe- 







are raised relative to othei equally good but non-legal secun- 
ties The fact that trustees may be subject to the same restric- 
tions intensifies this effect As a lesult, depositors may have to 
be satisfied with a lowei return than would otherwise be the 
case In the thnd place, the fact that a limited number of finan- 
cial institutions own these 'legal” issues in large blocks, makes 
liquidation by them exuemely difficult, if not impossible, on 
declining markets On the othei hand, the limitation of invest- 
ment to a restricted group of "legal” secunties may bring 
greater market stability for them in more piosperous times 
since, regardless ol investment conditions as a whole, there is 
always a substantial demand for these "legals ” In the fouith 
place, these restrictions entourage large investments in groups 
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Sio>33J>i»B {9,893,881 


It will be noted from the above table that savings banks have 

increased then holdings o£ United States government bonds to 

an lmpoitant extent in lecem yeais This has tended to improve 
the liquidity o£ then portfolio It has also reflected the lack of 
an adequate supply of satisfactoiy investments in other cate- 
gories dunng this period 

Liquidity and Safety — Until the depression, the mutual sav- 
ings banks received time deposits, lepayable on short notice, 
and invested the gieat bulk of then lesomces 111 real estate 
mortgages and long-term bonds As long as depositors did not 
withdiaw then funds on a large scale, this arrangement proved 
quite satisfactory However, when in 193s and early in 1933 
withdrawals giew heavier, it became apparent that special pro- 
visions to take caie of such situations, however unusual they 
might be, were desirable 

The mutual savings banks have taken the following measures 
to improve their ability to meet concerted depositor with- 
drawals, should the need ever arise again 

1 United States government bonds have been bought in 
large amount In the future, it is likely that from 10 to ao 
per cent of mutual savings bank deposits will be kept in this 

a Special funds or institutions have been set up to redis- 
count mortgages or make loans to mutual savings banks desir- 
ing to laise cash In New York State, the Savings Banjts Tiust 
Co and the Institutional Securities Corporation were set up for 
the puipose Massachusetts, Connecticut, New Hampshire and 
Maine also established such funds Also, mutual savings banks 
weie made eligible for membership in the Federal Reseive Sys- 
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tem by the Banking Act of lqj^, and a limited numbei of such 
banks have joined it 



operation 


Development and Future of SavlngB Banks 
The growth of mutual savings banks m recent yeais is shown 
in the following table 



In view of the enormous expansion of investment activity m 
this country in recent yeais, especially in the territory in which 
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Mutual savings banks have displayed some tendency to 
bioaden then sei vices to depositois and to seek deposits moie 
aggiessively, to hold then own against competitive institutions 
opeiated for profit Yeais ago, a comt in New Yoik held that “it 



tem was finally established by Act of Congress in 1910, but its 
eflicacy as a competitoi of pnvate savings institutions has been 
curtailed by the establishment of a a per cent intei est late 
Offices of the postal savings system are established in many 
post offices throughout the countiy, and on June go, 1935, de- 
posits amounted to 11,804,843,784 They weie greatly mcicased 
by the bank failuie epidemic of the early 'thirties Through the 
duect sales of ten-year "Baby Bonds” at a discount, with a maxi- 




The way was opened £01 the geneial entiy ol the large banks 
into the savings business when the Comph oiler of the Cur- 
rency, in 1903 luled that "theie does not appear to be any- 
thing in the National Bank Act which authorizes or prohibits 
the opeiation of a savings department by a national bank ” The 
development of savings banking by commercial banks on a pel 
manent basis lequired pet mission to puidia.se securities as well, 
and tins was gianted similaily in a ruling of the Comptroller ol 
the Cuirency undei Section 5136 of the Revised Statutes of the 
United States, which permits a national bank to discount and 
negotiate piomissory notes, diafts, bills of exchange, and other 
evidences of debt 

The Federal Reserve Act recognized the special diaiacler of 
the savings deposit, and requned-a reserve of only 5, afteiwards 
changed to 3, per cent against all time deposits The McFad- 
den Act of 1927 further provided for them by authonzing 
national banks to invest in bonds, staling that “the business 
of buying and selling investment securities shall heieaftei be 
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s Cimency “ The Banking Act of 1935 further modified the 
tutoiy authoiity foi member banks to buy bonds 




While the text ot the legulation, thiough a footnote as shown 
below, ptovides foi dependence upon tating manuals, this is not 
absolutely necessary A number of banks insist upon depending 
on their own analysis to deteimine whether 01 not speculative 
characteristics predominate in any issue on which interest is 
being paid 

The Banking Acts of 1933 and 1935 provide for the setting 







most cases the placing of piofits realized on investments sold 
in leseive accounts, to offset actual 01 possible losses on other 
security holdings Fuithei, the Butish trusts have tended to 
restrict dividend payments on then shares to actual interest 
and dividend receipts on the secmmes held in the portfolio 
Most of these trusts have learned also to diversify then holdings 
carefully, seeking a balance between stocks and bonds, the dis- 
tribution of their funds among various industries, and geo- 
giaphical distribution of then investments They have sought 
a larger return and increased their income chiefly by pui chas- 
ing higher-yielding foreign secuimes Moie speculative opera- 
tions, including extensive trading and purchase of conti ol ot 
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captivated the public imagination, and a ventable swaim of 
such organizations of vaiious kinds and vaiying quality resulted 
In the second place, the prostration of most capital markets 
abroad aftei the Great Wai cieated similar oppoitumties theie, 
and some investment tuists based their appeal to investois on 
their ability to tenet out and acquue bargains in foieign secun- 


The investment tiust offers the investor two chief advantages 
diversification of his holdings and expeit management For 
these advantages, the investment trust mechanism exacts a two- 
fold Oibute tiom investors the onginal selling cost or "load- 
ing" and other benefits to the oigamzeis, which must be de- 
ducted from the funds supplied by the investor, and the 
expenses of administenng the trust, including the shaie m the 
income which, in one form or another, goes to the manage- 
ment The investor is supposed to leceive something for which 
he pays The investment trust, unlike the mutual savings bank, 
admittedly is urn on a straight business basis 
y The rapid evolution of the investment trust in this country 
after igao resulted m many departures fiom the British model, 






The General Management, Discretionary or “British-type” 
Trust or Fund 

This type comes neatest to the oiiginal English prototype, 
and American tiusts, especially the earlier ones, weie often 
frankly meant to imitate what had been done abioad 

The genetal management investment trust is usually organ- 
ized as a corporation, although in a lew cases the legal form is 
that of a business tiust In piactice, howevei, tins generally 
proves a formalistic lather than an essential diffeience Many 
of these organizations have tiaded on the equity, issuing bonds, 
pieferred stock and common stock When piofits are large, 
the balance of income left aftei deducting interest and pre- 
ferred stock dividends may give a leally phenomenal rate of 
return on the junior shares, die rise in secuuty pi ices after the 
war permitted investment trusts to make a remarkably success- 
ful recoid m the early yeais of their history The bonds and 
preferred stocks are meant to appeal to more conservative in- 
vestors, but such issues often acquire speculative characteristics 
thiough being made convertible into common stock, 01 having 
attached to them wan ants to buy common stock at fixed prices 
In Januaiy, iggg, the following analysis of capitalization was 
issued, covering 146 investment trusts of this geneial type, in 
terms of paid-in capital, T 
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lirais which may lay claim lo an independent status Ttusts 
affiliated with investment banking houses aie in a position to 
enjoy certain advantages tiom being allowed to participate svith 
the latter m their undei writing tiansactions, getting the full 
benefit o£ the undersvutmg syndicate’s piofit The cost of dis- 
tubution o£ theu secunues is reduced in many instances They 
also enjoy the benefit of the statistical and other infoimation 
possessed by the investment banking house, svhich may permit 
them to avoid the burden oE overhead expense entailed in the 
maintenance of a separate statistical organization To offset 
these gams, however, there is the piesumpttve suspicion that 
the judgment exeicised in making the investments may be 
waiped by the interests of the banking house In certain cases, 
the publication of the list of secuuty holdings of such a trust 
shows that in it weie placed secunues which the investment 
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they were compelled to diop the veil of secrecy The New Yolk 
Stock Exchange theieaftei insisted upon such publication, and 
since the depression this practice has become general 

The Investment Fund 

A modification of the general management type of invest- 
ment mist which has achieved majoi impoitance lately in the 
investment tund One difficulty with the geneial management 
tiust has been that then stocks have sold at substantial dis- 
counts below liquidating value, thus penalizing investors who 
have sought to liquidate their holdings thiough the maiket 
Investois may withdraw ftom a fund whenevei they wish on 
giving specified notice, at which time they will leceive their 
piincipal and undistiibuted earnings, less certain small deduc- 
tions This withdrawal featuie gives to the investoi in the 
fund independence of the marketability featuie Howevei, un- 
like the depositor m the mutual savings bank, what he gets on 
withdiawal Is not always the onginal piincipal of his invest- 
ment, for if the fund has suffered losses, he must stand his 
pro rata share of them In the case of an accumulative fund, 
holdeis of certificates in the fund receive no current income, 
all earnings being reinvested to mciease the principal. 

The investment fund provides the dual advantages of expert 
management and diveisification, without trading on the equity 
Also, it gives the investor automatic liquidity by permitting him 
to withdiaw at will The management fee is usually a stated pei- 
centage of the capital, such as one-hall of one per cent per 
annum It has proved possible to operate sucli funds at lower 
cost than that of most of the other types of investment trusts 

The investment fund has been given a preferred status under 
the Revenue Act of 1936, which imposed a surtax on undis- 
tributed earnings of corporations Under this law, oiganizations 
which qualify as mutual investment trusts may deduct divi- 
dends paid before computing their normal income tax. They 
are also exempt from the suitax on undistributed earnings. 

Under the law, a mutual investment company is any corpora- 
tion othei than a personal holding company possessing the fol- 
lowing chaiacteiistics 1 










stances may dictate Furthermore, in the fields of banking and 
lnsmance, puces of individual shares may be so high that 
diversification becomes unusually difficult without an intei - 
mediate investment organization which pools the funds of many 
individuals 

This type of investment trust may assume an important rfile 
m the future in the financing of new industues in this countiy 
Within such new mdustiies changes are often very lapid, anti 
companies which at one stage of development appear to be 
very promising may be out of existence a few yeais latei The 
average financial analyst may be unable to appraise such secun- 
ties intelligently, at least without the aid of technical experts 
who have a thorough knowledge of the industry A specialized 
management trust inn by technical men and bankers has here 
an especially broad opportunity However, the tendency is to 
add certain control features which transfoim these organiza- 
tions into holding companies 

The Fixed Trust 

In the pure type of fixed trust, the investors’ funds are placed 
in a named list of securities, chosen once and for all at the 
inception of the tiust Against this list of secunties, collateral 
shaies are issued representing fractional owneislup, usually in 
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of Conti ol and management, This places them midway between 
the investment trust and the more common holding company 
While far fiom standardized, they are sometimes desciibed as 
financial holding companies The financial holding company 
is a most ubiquitous type of investment trust, being organized 
under such names as "holding,” "omnium” or trust m England, 
France, Belgium, Germany, Switzerland and Austria 
The combination of investment with control of enterprises 
in which investments are made u a particularly difficult type 
of business, as the past Tecotds of such oiganizations as Credit 
Mobilier, Kieuger & Toll, Goldman Sachs Trading Coipora- 
tion and others, amply demonstrate These enterprises buy con- 
trol, build up a corporation by expansion, mergei, leoigam- 
zation, or otherwise, and then seek to sell out to otheis, freeing 
their funds for other similar ventuies, It is usually much more 
difficult to sell out than to buy, however, and when markets 
decline these enterprises are often found overextended 


The Trust Company 

The trust company differs from other investing institutions 
m that it offers individual and personal service, both during 
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grown it has become profitable in smaller trust companies 
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sylvan la showed that trust companies and tiust depailments 
o£ othei banks m that state held in excess o£ ?4, 000,000,000 in 
trust m ig2Q Fot the countiy as a whole, the total may reach 
§30,000,000,000, including all types ol peisonal tiust business 

Types of Trust Business 

The trust company plays several riles in American invest- 
ment banking Fust, the banking depaitmcnl often possesses 
a laige proportion ol time deposits, and thus acts in the same 
capacity as a stock savings bank Secondly, the coipoiale trust 
business, wherein these companies act as trustees under cor- 
poiate moitgages and as tiansfer agents and legistiais for stock 
issues, facilitates the security transactions of othei investment 
hanking agencies In the thud plate, trust companies, like 
many commercial banks, may maintain security departments, 
which opeiate within the limits laid down by the Banking Act 
of 1933 Finally, they act as out-and-out investment institu- 
tions in die handling of personal trusts We turn to a discus- 
sion of this most unpoitant part of their investment banking 
business 

Under a personal dust, the trust company supei vises and 
manages the investments of individuals under stated conditions 
Personal trusts tall into two bioad classes, testamentaiy and 
living A testamentary trust, the moie important type, involves 
the riles of executor and admimstiatoi under wills, and ap 
pointment as guardian and conseivator of the piopcity of 
infants Originally, pi actually all trust business involved the 
caie of pioperty aftei the death of the creator of the tiust 
Lately, however, the trust company has to a growing extent 
been looked upon as a convenient agency ioi specialized man- 
agement of an individual's affaus before Ins death as well 

The trust company is in a position to piove of inestimable 
value in testamentary trusts because it can give a special and 
personal service for which no othei investing institution is 
qualified A tiust company not only can act as executor and 
administrator and supervise the investment of an esLate, but 
it can also manage the expendituie of the income 01 puncipal 
after the death of the owner wheig this is desired It claims 
several advantages over the individual executor or admmistra- 
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toi foi this function — it has peipetual life, specialized t< 


The trust company may restrict its activity merely to the 
physical care and handling o£ the securities, leaving the owner 
full control over his investment policy In this case, the trust 
company becomes merely the nominee, the securities being 
vested in its name to facilitate tiansfer, tax repoits, etc. In 
cases where only safekeeping and collection of current in- 
come are desued, the fee is leduced accordingly 
A cardinal principle of trust company operation in geneial 
is the segregation of assets, by which the trust funds are kept 
distinct from the funds of the trustee In most states, and 
under the regulations of the Federal Reserve Board governing 
trust departments of national banks, corporate fiduciaries are 
specifically forbidden to mingle trust funds either with their 
own funds or with those of other ti lists However, trust com- 
to work out commingled funds which they can 
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leaded to the discussion ovei the status ol Geiman invest- 
ments which arose in 19*7 Many trust companies held Gci- 
man bonds in clients' accounts Owing to the so called trans- 
fei clause in the Dawes Plan and the terms o[ the Treaty o£ 
Veisai lies, which made tepaiations payments a Bin chaige on 
Germany, the ability o£ the obligors on these bonds to make 
interest payments abtoad was subject to some question At 
least one trust company, in the desiie to avoid liability latei, 
as well as to protect clients' interests, felt called upon to dis- 
pose of such bonds when held in estates, and to give notice that 
such issues should be disposed of wheie there weie individual 
co-trustees shaung investment responsibility 
The experience of the depression has caused trust companies 
geneially to expand their statistical and reseaich depaitments 
Numerous suits to recover damages horn tiust companies on 
account of alleged gross neglect of duty and lack ol due dill- 
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meious otliei investois, The oust company keeps the secunties 
ot each individual separately More lecently, there has been 
a maiked giowth ot a gioup ot oigam/ations that lestiict 
themselves entnely to the management of poittohos These 
investment counsel organizations meiely advise mvestois ancl 
supervise their holdings Tliey do not take custody of secunties, 
and the client is at libeity to decide whethei 01 not he will 
follow this professional advice 

The investment counsel thus gives patt ot the service which 
die tiust company pei forms, but it specializes solely in this 
woik Its fees aie smaller, averaging less than one-half ot one 
pei cent pei annum for large accounts Foi the laTge investor 
who wants expert advice, without giving up control ovei the 
investment of his funds to secure it, the investment counsel 
has often pioved adequate Financial statistical agencies and, 
as we have alieady seen, investment and brokeiage houses have 
developed investment counsel as a by-pioduct of then othei 
functions 

It will be noted that in this advisory capacity the investment 







Three impoitant type? of investing institutions have been 
organized in this tountiy to invest the money of numerous 
individual investors The savings bank, collecting the funds 
of investors in the fotm of deposits, invests them under ligul 
legal restrictions designed for great safety at the expense of 
the size of the return It assures the investor conservation of, 
and the right to withdraw, his principal at all times The in- 
vestment tiust, in its numerous forms, sells its securities to 
collect the funds of investors, and invests these funds subject 
only to any self-imjiosed regulations the management chooses 
to adopt. Safety of principal is subordinated for the most part 
to securing a laiger return Thirdly, the trust company and 
investment counsel stand ready to give an individualized type 
of service, caung foi the property and funds of each individual 
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investment functions have been largely expanded, even out- 
side of the field of the savings depaitment Thus, in addition 



panies, both within and without their own individual field of 
activity Naturally, they cannot be ignored as factois m the 
capital market 

Univeisities, hospitals, churches, charitable oiganizations and 
foundations are all important buyers of securities Their hold- 
ings in the aggregate amount to billions of dollars Further- 
more, the wealth in the hands of these institutions tends to 
increase from year to year, as the men who made great fortunes 
in the lecent rapid expansion of the country’s business struc- 
tuie pass on and follow the usual custom of leaving some 
part of their wealth to these eleemosynary institutions. 

Insurance Companies 

The business of insurance, one of the oldest in our economic 
order, steadily grows in importance with the increasing com- 
plexity and scope of economic activity Insurance seeks to 
protect the individual by spreading the economic risks to which 
he is subject over large numbers of people It is based on the 
fundamental rule that death and accidents happen to only a 
small number of people at one time, and therefore the indi- 
vidual may be protected from their adverse financial effects by 
means of small regular payments to a common fund. This is 
effected by collecting small sums from numerous people and 
using the fund thus gathered to pay losses to the individuals 
subject to the hazard against which it is sought to guard them 

The fund gathered to pay losses naturally assumes very large 
pioportions as the insurance enterprise grows m size It must 
be kept as a reserve from which losses are paid, thus making 
the insurance companies large holders of capital collected from 




until death closes the conti act and makes payable the amount 
of the insurance By including laige numbeis of people, the 
individual insurance company can avoid suffenng veiy heavy 
losses at one time, and can keep payments fiom the reserve 
fund to a fairly legulai late In fact, owing to the geneial 
gtowth of wealth, the impioveraent of medical science and 
the steady spiead of the piactice of taking out life insurance, 
the assets of these companies have increased by leaps and bounds 
during die past decade, and the leseive funds have grown 
rapidly despite the steady drain caused by payments on policies 
which have matured, eithei because of then limited teim or 
because of the death of the insured 
Another gioup of insurance companies insures against a 
hazaid which is by no means certain The oldest foim of 
insurance is marine insurance, which protects shipowners from 
casualties of the sea File insurance is of a similar nature, as 
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of their operating methods is necessaiy 

AH life insurance involves the payment of piemiums, as 
individual contributions to an insurance fund aie called, out 
of which benefits aie paid to the beneficiaries named by those 
insured peisons who die duimg the penod for which they aie 
insured It is evident that insurance companies must determine 
these probable death losses in advance This is done on the 
basis of an American experience table of mortality, which 
gives the piobable number of deaths which would occur at each 
age in a gioup of 1,000 persons The American experience 
table was prepared horn empmcal data many yeais ago, and 
is now considerably out of date, as the aveiage expectation of 
life has nsen materially m the meanwhile Its continued use, 
therefore, means that premium rates are more conservative 
than need be, 

From the point of view of the insurance company, premiums 






to policyholders in then pi< 
s way. Where these "dividends 
participating Wheie the con 
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ance companies are lestucted m the main to local secuinies, 
winch means that the largei pait of then funds actually go into 
farm moitgagcs m these agucultutal states The serious dangeis 
of thus aitificially delimiting the held of investment aie readily 
apparent 

Laws governing life insurance company investments in the 
several states usually piovide three sepaiate sets of uiles The 
capital and suiplus, usually up to the minimum required by 
law, aie sub|ect to specially stungcnt legulations Foi foieign 
companies doing business within a state, the laws usually pio- 
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1 United States government and municipal bonds 

2 Fust moitgages on improved leal esLate up to 66 s/3 
pei cent of the value of the piopeity 

3 Bonds of coiporations which have eained at least 4 pei 
cent on then capital stock foi at least five years 

4 Secuied bonds of solvent coipoiations, of which not 
moie than one-thud of the secunty is capital stock 

3 Prefened stocks of coiporations which have earned at 
least 4 per cent on their capital stock for at least five 
yeais 

There was in this country m 19S9 over $83,000,000,000 of 
life insurance company funds invested according to the legal re- 
quirements This fund lepiesented payments made by 63,000,- 
000 individual policvholdeis, coveiing some $100,000,000,000 
of life insuiance policies The disttibution of this investment 
fund has been determined by the Association of Life Insurance 
Piesidents, which makes an annual study of changes therein 
A chart showing these changes over a period of yeais is shown 
in Fig 6 Data made available by the association, covering more 
than 90 pet cent of the assets of all life insurance companies 
held by ga reporting companies, show the following distribu- 
tion of assets on December 31, 1935' 1 



The above figures show that 88 7 pei cent of the assets of 
these companies were in the form of mortgages, about half the 
1 Proceeding* of the Association pt Life Insurance Presidents, New York, 1985, 







ill a geneial i ray with the ehaiactei of then liabilities weie 
able to meet the test with good lesults On the other hand, 
wlieie fioren ot slow assets weie held to cover cunent obliga- 
tions, duastei often inteivened 
The life msuiance companies, in geneial, met the test of 
the depieuion m impiessive fashion While a numbei of smaller 
companies failed, the laige institutions did not lequne any di- 
lect assistance horn the goveinment, their cash income being 
sufficient to meet the outgo The basic reason for this was, of 
course, the fact that their obligations mostly become payable 
only In the event of death Only the policy loan privilege and 
the right to permit policies to lapse caused a senous diain on 
cash, and after the banking moratonum of 1933 these privileges 
were restricted foi a tune \a long as policyholdeis may borrow 








theieon constituting a sum sufficient to pay the premiums foi 
the balance of the expected life span ot the individual This 
foim of msuiance is tn essence a combination of stiaight life 
insurance with an additional savings plan wheieby an individ- 
ual in his years of larger earnings accumulates a leserve out ol 
which to pay premiums in the latei years of reduced earning 
power 

3 Endowment inswance emphasizes equally the msuiance 
and savings and investment aims of the individual The annual 
payments here are much larger, equaling, with g per cent com 1 
pound interest, at the end of a stated period of time the full 
tace value named in the policy The insurance equals this 
amount throughout the life of the policy, but if the msuied 
suivives to the end of the policy term he receives the accumu- 
lated sum intact This type of contract is the equivalent of m- 
suiance protection for the period during which payments are 
made, plus a savings feature wheieby the individual accumu- 
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cheaper kinds of imuiance — piefeiably term 01 straight life 
policies — and investing through a oust company, investment 
counsel or directly any additional sums they have available a 
To offset this laigei return, howevei, there is the greater usk 
element usually connected with individual investment, except 
when carried on thiough a savings bank 
The weakest point in the investment position of insurance 
policies is that, as investments, they constitute a gamble on the 

chance of life, while as insurance they constitute protection 

against the chance of death If an individual dies during the 
period of payment on a limited payment life insurance policy 
01 on an endowment policy, his estate gets no moie than if he 
had had a teim or stiaight life policy He has gambled on the 
chance of life and lost, in so far as he made the laigei payments 
Only if he lives does he get any benefit at all fiom these addi- 
tional payments in the form of huger piemiums If his estate is 
small, this gamble on the chance of life is unfair to his de- 
pendents, whose shaie in the estate is thus reduced 
A recent study analysed the rate of investment return le- 
ceived from the pui chase of insurance with investment features 
by comparing cash sunendei values of limited payment and en- 
dowment policies with stiaight life insurance policies, lgnonng 
the small element of investment found in the latter It was 
found that, at age 25, the limited payment and endowment poli- 
cies gave an average return, as measured by the cash sunender 
value, of *54 P el “ nt »“ *e ext ’a payments ovei and above 
the straight life msuiance premiums if the insured lived 5 years, 

4 per cent if he lived 10 years, and 5 per cent it he lived so 

years These are average figures based on data of 1* large 

companies If insured at the age ol 50, however, a letuin of 

SVi per cent was earned if be lived 5 years, ancl fully 8 per cent 
if he lived go yean The accumulation was, of couise, entirely 
lost if the policyholdei died befoie collecting fiom the com- 
pany Then his estate teceived merely the face amount of the 
policy, which would have been payable in any case Thus, 
at the age of 50, the chance of the policyholder's getting his 
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Social Security Funds 

A new investment pioblem of gigantic scope is being cieated 
by the inauguration of government social insurance The fed- 
eul Social Security Act as enacted in 1935 sets up two funds 
hom which payments would be made to beneficiaries The 
fust of these, the Unemployment Insuiance Fund, would be 
managed by the Secretary of the Treasmy for the various states 
that enact unemployment insurance legislation It has been 
estimated that tins fund would piobably not rise much above 
$8,000,000,000, as payments out of it to idle peisons would con- 
stantly tend to reduce the amount held 

In the second place, the Social Secunty Acl creates on Old 
Age Reserve Account, ftom which benefit payments would be 
made to contributors As originally set up, it has been esti- 
mated by actuaries that this fund would in time suipass the 
vast leserves of the life insurance companies themselves, and 
that by 19O0 it would exceed $86,000,000,000, and by igyo 
it might go above $38,000,000,000 
These two social insurance funds diffri gieatly, howevei, 
from those of the life insuiance companies They may be in- 
vested only m United States government bonds The Secretary 
of the Tieasury has the choice of buying bonds in the open 
market 01 of issuing new bonds if necessary to piovide invest- 
ments for this fund Frnthei more, the statute rcquiies that g 
per cent shall be paid by the Treasury annually as interest on 
the bonds held by these funds, even though the coupon rate on 
the bond may fall to a materially lower yield 
It is apparent, therefore, that these funds would opeiate 
much like a sinking fund for the national debt The point has 
been made, howevei, that there is little purpose in having a 
large reserve accumulated against the insuiance liabilities of 
the federal government, since through taxation it would always 
be in a position to meet its obligations as necessaiy For that 
reason, a sounder program would be a 1 eduction in the social 
security taxes and contributions, so as to place the whole scheme 
as far as possible upon a self-supporting basis, but without the 
accumulation of reserves to a larger extent than necessary 
Needless to say, the existence of a laige social security re- 
serve fund would further reduce the supply of gilt-edged securi- 
ties by creating a demand for virtually all of the government 
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bonds that aie now outstanding To die extent that these bonds 
would be lepui chased from commercial banks, die result would 
be a deflation of ciedit. 


Fire and Casualty Insurance Companies 

The other types of imuiance companies are fai less lmpoi- 
tant as institutional investors This is the case chiefly because 
of then method of operation, since they wute msuiance for 
shoit penods and do not build up huge reseives Fuitheimoie, 
these companies, since they do not affect the geneial public so 
laigely, aie subject to fai less stringent regulation than is the 
case with the life insurance companies, so that many of them 
buy heavily of common stocks and seek laige speculative pioiits 
on their secunty holdings 

As a matlei of fact, most hie and casualty companies do not 
chaige enough m piemiums to covei then loss payments The 
different e, as well as then pioiits, is made up horn earnings 
obtained by Investing diese piemium payments as rapidly as re- 
ceived, and befoie losses aie paid out In fact, taken together, 
fire insurance companies show undeisviiting losses almost yeaily, 
but investment and speculative profits have made many of 
these companies highly piospeious 

A study of 6g leading Ameucan hre insurance companies 
shoived that they had investments aggregating neatly $1,950,000 
m ig*7, of svluch nearly one-half was in stocks Several com- 
panies had the laiger poition of their funds invested in 
industrial and utility common stocks, while otheis, more con- 
servatively inclined, continued to lely chiefly upon bonds as in- 
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The investments of commercial banks and banking depait 
ments of tiust companies were disttibuted as follows in June, 
1935, accoiding to the leport of the Comptroller of the Cur- 
lency (in millions) 


Type of Band 



The Corporation sb Investor 

There is one peculiarity of American corporate accounting 
piactice which has had a remarkable effect upon the invest- 
ment piocess in this country As a result of the kaleidoscopic 
changes thiough which most of our industries have passed, and 
especially on account of the gieat scope foi expansion they have 
enjoyed, the coiporate surplus account became ubiquitous m 
American finance Whereas in Gieat Britain and on the Con- 
tinent the lule was £01 the corporation to pay out to its stock- 
holders the great bulk or all of lls repoited earnings, after 
putting aside ceitam telatively small statutory and other le- 
seives, the practice here has been to pay out to stockholders 
in dividends only a fraction of the annual corporate income 
The balance is plowed back into the property. 

The corporate suiplus was a natural outgrowth of the special 
conditions under which Amencan industry grew up This is 
revealed by a study of our early corporations. The first rail- 
roads, foi instance, originally followed the policy of paying out 
in dividends all their earnings The annual income, in fact, 
was considered a "dividend reserve," and anything not paid 
out was immediately labeled in this way, to be paid out as soon 

as practicable Any othei course, it was thought, was an imposi- 

tion on the stockholders. 




lease of life Coipoiations wi thout .1 coi poi ate sin plus were then 
compelled to leoigam/c, m oidet to taise the needed capital to 
modernize their pioperties The philosophy of a corporate sui- 
plus was one of the chief factors that made the caily Moigan 
lailroad reorganizations successful. Finally, with the giowth of 
the countiy, many profitable opportunities foi expansion arose, 
and boaids of directois frequently pieferred to use cuiient earn- 
ings to take advantage of these opportunities, instead of turn- 
ing then income ovei to stockholders and issuing additional 
secunties to finance new ventures of doubtful immediate profit- 

As time went on, the accumulation of a corpoiate surplus of 
laige size, and continued payments of only a fraction of earn- 
ings as dividends, became one of the habitual practices of Amer- 
ican business life The practice followed in the lailroad field 





166 


INVESTMENT BANKING 






INSTITUTIONAL INVESTORS 





INVESTMENT BANKING 




INSTITUTIONAL INVESTORS 







may piove necessaiy to modify investment lestnctions and poli- 
cies geneially to confdim with new financing methods 


Summary 

Theie is a laige and impouant gioup of institutions, not 
formed foi the pnmaiy puipose of investing funds of indi- 
viduals, which nevertheless gathei in the comse of then busi- 
ness laige sums which must be kept profitably employed These 
institutions play an important t61e in the capital maiket 

The leader among these institutional investors is the msui- 
ance company In the case of life insurance companies, the busi- 
ness of insurance is complicated by a very large investment ele- 
ment, because of the adoption of the level piemium plan of 
payments and the addition of endowment features to policies 
These methods of operation have caused the life companies to 
accumulate huge reseives, the investment of which is regulated 
by state law Fiom the investor’s standpoint, on the other hand, 
the combination of insutance and investment activities which 
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MORTGAGE BANKING 


The institutional development of investment banking has 
pioduced a speu.il type of 01 gamut ion in the financing of luial 
and urban leal pioperty development known as the moitgage 
bank 1 It is based upon the concept of substitution of jouiL for 
individual aedit, and in some cases is equivalent to a joint 
guaiantee of individual aedit The special peculianty of mort- 
gage banking is, in fact, its attempt to strengthen ciedit, and 
make it bioadly acceptable, by averaging or combining usks 

The leim "mortgage banking” also includes the convene 
sci vice of distubuting usks thiough leducing the usk earned 
by any one ownei by giving him only a sliaie or fiaction of a 
huge mortgage 

As the name implies, mortgage banking is a lorm of invest- 
ment banking svhose puipose is to finance the purchase and 
development of teal piopcities through the sale of mortgages. 
Under it aie included two major divisions one usually called 
lural credit 01 faim finance, and the other, leal estate financing 
01 city mortgage banking Both have a common purpose, but 
their methods are widely different Of the two branches of moi t- 
gage banking, the ruial phase is by far the older, and has been 
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Fuitheimoie, it u likely that the total ol (arm indebtedness 
will decline fuither An increasing piopoition o£ faim mort- 
gages aie oi die installment type, and so will be gradually re- 
paid ovei a period of yeais In the past, too many mortgages, 
both farm and ui ban, did not contain regular amortization pro- 
visions As a lesuit, the tendency was foi the total faim mort- 
gage debt burden to use steadily, making periodic wholesale 
defaults vutually inevitable Hie use of the installment moit- 
gage on which the mortgagoi makes legulai payments, a logical 
and sensible scheme for the gradual liquidation of mortgage 
debts testing on leal piopeity, has been established as standaid 
practice Hence, the tecoid of faim mortgages, other things 
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United States,” intei cst on Fedetal Land Bank bonds aie £ 
cmpt iiorn income laves Sciondi j, the Fedtial I and Ban 
laisc capital by selling stock to bonoweis and the Tieasui 
Most Fednal I«ind Bank loans aie made not dnectly, b 
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The fedeial government, thiough the Fedeial Land Banks 
and the Fedeial Faun Moitgage Coipoiation, holds indirectly 
upwards of 40 pel cent of the total amount of faim moitgages 
outstanding The laige-scale paiticipation of the federal govern- 
ment in the faim moitgage lending business has been defended 
by many, including some who tegard the government’s cntiy 
into banking geneially as of doubtful wisdom, as an cmeigency 
raeasuie to amelioiate the effects upon helpless farmers of a 
majoi eia of deflation 

However, serious question has been taised as to whethei the 
government will be able to liquidate the Federal Faim Moit- 
gage Corpoiation without loss Foreclosures on individual farms 
by the federal government might have senous political reper- 
cussions, and would doubtless lead to strong pressure upon Con- 
gress and the Administration to give extensions of tune to the 
moitgagors While it is easy enough for the government to make 
a gieat number of farm loans, and thus to become a mortgage 

banker on a large scale, it may piove difficult indeed to get out 

through insisting upon lepayment 

The experience of the government as a mortgagee will de- 
pend laigely on future economic conditions If agriculture le- 


hardship in making interest and principal payments, particu- 
laily in view of the reduction in the amount and the inteiest 
late on such indebtedness that has been effected Experience of 
both the Federal Land Banks and the Federal Farm Moitgage 
Coiporation will tluow a good deal of light upon what govern- 
ment conduct of banking may mean in other fields 
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Other Farm Lending Institutions 

Among pnvate lending institutions, the most impoitant in 

the [arm moitgage field aie the life insurance companies At the 

end of 1935, they repotted holding upwaids of $900,000,000 
of farm mortgage loans This lepiesented a sharp leduction, 
however fiom the total of moie than $2,000,000,000 of mort- 
gages on farm pioperties held in igso The deflation of farm 
puces and resulting numerous moitgage defaults, competition 
fiom government agencies and moiatonum legislation com- 
bined to make farm mortgages less attractive as investments 
Government competition has depiessed lates, and made faim 
moitgages less attractive as investments foi all private holders 
These lowei lates aie the more discouraging because many 
states have passed moiatonum statutes, under which moitgagors 
have been able to stop payment of mteiest and principal for a 
period without incurring the tub of foreclosure Several such 
statutes have been upheld by the United States Supreme Court 
Congress passed a modified national moiatonum statute on 
farm mortgages, the Fiaziei-Lemke Act of 1984, but this was 
subsequently held unconstitutional by the Supieme Court. 

Next to the life insurance companies, the most important 
lenders on farm moitgages are national and state banks, which 
held $568,553,000 of such loans at the end of 1935 The balance 
of farm mortgage indebtedness is owned chiefly by individual 
investors 

A number of government and piivate agencies specialize in 
making mteimediate and shoit-teim loans to farmers and live- 
stock raisers. Because of the relatively longer period required 
to finance fanners' working capital requirements and the spe- 
cial nsks involved because of weather, commercial banks have 
met these needs only m part The Federal Intel mediate Credit 
Banks, tsvelve in number, make loans that usually run from 

three months to a year to cooperative marketing and purchas- 

ing associations and local institutions that lend to faimers for 
intermediate teims up to three years The Central Bank for 
Cooperatives and tsvelve District Banks for Cooperatives also 
help to finance coopeiative maiketing associations Short-term 
loans are made by Production Credit Associations, financed 
through twelve Production Credit Coipoiations Emergency 





homes, and the balance loans on laigei i evidential, commeicial 
or eleemosynaiy stiuctures 

In a number ot cities there has developed a system of mort- 
gage banking paiallel to and in some lespects like the luial 
credit system which has just been levieived 


Mortgage Middlemen 

In the first place, there are mortgage middlemen, which cor- 
respond in the leal estate held to the investment houses dis- 
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ceptionally safe type of real estate investment with a coiie- 
sponrtmgly modeiate interest rate 

Weaknesses of the Guaranteed Mortgage System 
But this system had some teal, inheient weaknesses Betoie 
the panic of lqaq many weie unwilling to admit then existence, 
and the advertising of companies engaged in uiban land financ- 

ing often made extiavagant claims of fieedom ftom loss and 
ultimate safety, even under the most adverse conditions These 
claims weie put to a severe test dming the panic and the de- 
pi ession which follosved it The depi ession experience showed 
that uiban mortgages as such weie not necessanly mote safe 
than those that had been wntten on agticultutal lands — in 
some places not as much so, particiilaily ivheie lesoit had been 
had to mortgage banking foi the purpose of financing ret kless 
real estate operations Two kinds of difficulty exhibited them- 
selves (1) the shrinkage of land values caused by over-pio- 
motion and ovei -pricing in the first place, and subsequent fall- 
ing oft of demand foi space on account of shrinkage of incomes 
of occupants and tenants in the second place, and (:) the fact 
that moitgage and title companies, m guaranteeing the mott- 
gages and the bonds winch rested upon them, had in a laige 
piopoition of cases undertaken an excessive volume of obliga- 
tions Thus in Nesv York some companies which had been 
engaged in the mortgage guaiantee business reported total 
guaranties up to foity times then capital and suiplus Evidently, 
then, a shrinkage of one-fortieth 01 per cent of the values 




investment banking 
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tion in a security that would otherwise have been outside the 
teach of the oidinaiy mvestoi 
The nature of laige-scale uiban teal estate financing of the 



Total Si ,016,069,600 

Since igsg, the volume of such financing has dwindled to vei) 
small piopoitions 

Consideiable differences existed in the types of financing tai- 
ned on by vatious houses svhich specialized m this held Some 
sold bonds representing a fiacttonal inteiesl in a latge tommei- 
cial building 01 apai tment house mortgage, but they emphasized 
then own lesponsibihty for the bond rathei than the ascei- 
tamed woith of the underlying security In other cases uiban 
leal estate financing films undertook the selling of piefetred 
and common stocks instead of bonds. The Iaigest attempt of 
this kind was made in New York City by the Fied F French 
companies, which placed a 50 per cent first mortgage on a large 
building which they themselves weie to construct and opeiate, 
and sold preferred stock to covet the balance of the cost The 
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ness, fell deeply into disaedit during the depression It is well to 



i el led upon to make sound a loan based on excessive appraisals 
of value or income 


Future of Direct Mortgage Financing 
The senous breakdown which has occurred since the panic 
of 19S9 in the field of guaranteed mortgages necessitated some 
leorgamzation of the system of urban real estate lending In 
New York State, it was thought best to cieate a Mortgage Com- 
mission upon which fell the duty of taking over for adjust- 
ment about $800,000,000 of mortgages icpiesented by certifi- 
cates outstanding which had been guaranteed by title and 
mortgage companies, the latter finding themselves unable to 
collect the sums due them from debtors and hence unable to 
meet their obligations to mvestois in the mortgage certificates 
The importance of this situation from the standpoint of the 
small saver and investor is obvious Mr George S Van Schaick, 
Superintendent of Insurance of the State of New York, in an 
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of a cential banking system A cential bank macases maiketabiUty 
to a maiked degtee which in turn seivcs to lcduce inteiest lutes, 
iheieby sumulaung constiucuon and the use ol leal estate A ten 
nal bank also might alloid, if it is desued, a sound medium foi the 
conti ol of cut-thioat competitive building which has been one of 
the outstanding evils of the past 

We now turn out attention to the investing institutions or- 
ganised foi the pnipose of financing 1 eal estate 

Building and Loan Associations 

Chief among investing institutions exclusively devoted to 
lending on uiban mortgages aie the building and loan associa- 
tions which function throughout the country At the end of 
>935* these associations sveie responsible foi more than $4,500,- 
ooo.ooo of such loans, which compaied with a peak, level of 
almost $8,000,000,000 before the depiession 

Building and loan associations are organized on the coopeia- 
tive principle, and aie not notmally opeiated foi piofit They 
lend on the secuuty of first moitgages on homes, usually up to 
70 or 80 per cent of the appraised value Funds for this puipose 
aie obtained thiough selling shares to be paid for on the in- 
stallment plan The shares as a rule have a par value of faoo, 
and are paid for by subscribers in legulai weekly or monthly 
payments The period of payment is shortened by application, 
to the principal, of dividends declared on the shares 

When a building and loan association encounters adveise 
conditions because of defaults on inteiest and puncipal pay- 
ments and declines in the value of pledged propeuy, it can meet 
the situation simply by ceasing to pay dividends on its shaies. 
Hence, if opeiated strictly in accordance with the basic prin- 
ciples just outlined, it would be quite unusual for a building 
and loan association to fail Unfortunately, many such institu- 
tions, in order to hasten their growth, have accepted deposits 
subject to withdrawal and given shareholders the puvilege of 
withdrawing their payments, under certain conditions, before 
the shares have been fully paid up. When they do this, their 
operation tends to resemble mqre that of a savings bank, and 
they become more easily subject to failuie, Hundreds of build- 
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ing and loan associations did fail dining the deflation peuc 
following igag 

lual accounts m eligil 



investment banking 


moiatonum statutes and government measuies tending to le- 
duce interest lates on ieal estate loans have made life msuiance 
companies mote cautious Theiefore, these institutions may not 
play as mipoitant a idle in the urban lending field in the futuie 
as they have in the past 

Commeicial banks also have been responsible foi a large vol- 



gages is the tiust companies, which purchase laige amounts of 
such hens fbt tiust accounts In making such loans, they aie 
subject to the testuctions on trustee investments contained in 
state laws In New Yotk State, unless a tiustec is specifically 
leleased by the deed of tiust, it may lend from tiust funds no 
moie than 66 2/3 per cent ol the value of ieal pioperty Exact 
figures ate not available, but trust company holdings of ieal 
estate moitgages in tiust accounts aggiegate seveial billions of 
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D o ceitifitates, which caused heavy losses to mvestois dui mg 
the deflation era of the eaily 'thnties 

Basic Principles of Mortgage Banking 
On the basis of the experience of both mortgage middlemen 
and investing institutions m the past, it might be said that 
moitgage banking is conducted soundly when it confoims to 
the following basic principles 

i Individual loans should bear a leasonable pioportion to 
the conservatively appraised value of the property, such 
valuation to reflect earning powei as well as maiket 
prices of similar propel ty 

a Moitgage loans should not be made on special puipose 
property which is not likely to enjoy a fan markeL dur- 
ing noimal tunes 

3 Moitgage loans should be based m pait upon the in- 
come of the moitgagor or that which is obtained legu- 
larly from the pledged propeity 

4 Provision should be made for the giadual repayment of 
these loans, so that a definite plan foi the letirement of 
indebtedness against tire propeity is assuied 

5 The rate of the amortization should be sufficient to as- 
sure that the loan will decline at least as rapidly as de- 
preciation and obsolescence reduce the value of the 
pledged property and the income deiived fiom it 

It is a function of an efficient mortgage banking system to 
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unit and n conn oiled by the same geneial conditions Dis- 
tui bailees of tins bind aie likely to be transitoiy and to be fol- 
lowed by the le-establisbment of moitgage banking piactice 
substantially along the same moie basic lines The financing 
methods repiesented by mortgage banking have established 
themselves too fhmly in the practice of the community to wai- 
lant then being displaced Some have foreshadowed a condition 
m which the government might succeed pnvate moitgage bank- 
ing institutions, so that futuie mortgage loans would be gianted 
as a kind of subsidy to encouiage this 01 that type of building or 
of ‘believing” this 01 that class 01 gioup m the community, by 
placing at their disposal inexpensive housing accommodation 
01 low-i ent apaitments where these were believed to be neces- 
sary as a means of maintaining the efficiency and moiale of the 
population Once mortgage banking assumes a charitable cliai- 
acter, howevei, it will undoubtedly lead to economic malad- 





MORTGAGE BANKING 199 

Marketing Real Estate Securities 
The meie fact that a imal 01 urban moitgage banking insti- 
tution is leady to issue a series of bonds does not place these 
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cial facilities foi testing and judging of the qualities of the 
moitgage? o (feted to them It sometimes happened that such 
institutions have constituted so neatly exclusive a maiket foi 
loans of that type as to enable them to fix lates of interest 
within veiy well defined limits, so that the boriowei, with some 
degree of puttee, sometimes felt that he was in the giasp of ,i 
"trust ” The trend now is foi building and loan associations 
and similar specialized mortgage banks to do a laigei shaie of 
the business This should distribute moitgage investments mote 
and more widely 

There may thus be a tendency to eliminate a considerable 
portion of moitgage loans from the portfolios of the institutions 
which have thus fai carried them, and they in turn will find it 

necessary to look elsewhere for their investments or to substi- 

tute for direct moitgages the moitgage bonds which aie gradu- 
ally taking then place as a geneial or popular foim of invest- 
ment The lesult should be a decided strengthening of the 
potlfolios of investment institutions, and at the same tunc a 
smoothing out of the inequalities of interest lates This change 
should piove beneficial to the institutions themselves by giving 
them a bettei and more widely diversified portfolio, while it 
should also give to the borrower on mortgage a late of interest 
much moie closely in accoidance with the general market rate 
prevailing at the time he obtains his loan 

It so happens that in most communities land and the struc- 
tuies built upon it have come to be regarded as a fundamental 
object of taxation Some economists, indeed, have been inclined 
to urge that they should be the chief, if not the only, basis and 
measure of taxation Few would go so fai today, but as a matter 
of piactice as well as of theory, land and its impiovements do 
constitute a well-nigh universal tax basis On the other hand, 
many governments have given to real estate bonds a preferred 

taxable status, as in fact our federal government has determined 

to do in the case of Fedeial Land Bank bonds In consequence, 
rates of interest upon bonds which are thus preferred naturally 
tend to go lower in the degree to which they enjoy tax exemp- 
tion, and they thus become more suitable as investments for 
persons who profit most from such tax exemption 
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HISTORY OF AMERICAN INVESTMENT 
BANKING 

The Lesson of History 

Students o£ commeitial banking gencially devote much study 
to an examination of the development of the piescnt banking 
system of the United States Such an examination, it is usually 
felt, is of value in undeistanding many featuies of out system 
that otheiwisc seem obscuie Furtheimoie, banking Iustoiy 
has been of special value in connection with proposals £01 
changes in our banking laws or piactices, siuce many a sugges- 
tion advanced as new, has been tested in one form ot anothei 
in the past 

The same is true of the history of investment banking. The 
issue and sale of securities have been earned on m this country 
since colonial days, and many changes have occuired in the 
methods winch have been followed and in the institutions de- 
vised to accomplish these Uansactions The ptoccss of evolution 
of an investment banking mechanism, fully aiticuiated and 
adequate to satisfy the capital needs of this country and othei 
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saiy befoie the full significance of the many changes which 
have taken place can be clearly realized 

The Beginnings 

The first investment banking activities known in this country 
ii'cie the aboitive efforts to establish moitgage banks in seveial 
of the thirteen colonies before the Revolution The basic dis- 
tinction between commeicial and investment banking opera- 
tions was to be learned in our banking lustoiy at so ’gieat a 
cost that the lesson was learned pei haps too well, with the result 
that our laws at times have distinguished between the two 

kinds of actmty to an exaggerated extent But this was not so 

in the early days, and the colonists, eager tor cheap money in 
quantity, sought to develop mortgage banks which would issue 
currency to them in retain for moitgages on their faims As 
one recent student of eaily banking theoiy says, "The earliest 
sentiment seems to have been that banks should serve all classes 
alike with then loans, regaidless of whether 01 not liquid assets 
lesult " l The early state banks, even after the Revolution, 
were expected to advance long-teim loans to farmeis The 
charter of a bank m Massachusetts established m 17 gi, for ex- 
ample, required that one-fifth of the loans be reserved for the 
benefit of "the agricultural interest ”* This was in conseivative 
New England The southern and western states went much 
fuither m a similar direction 

No investment banking mechanism existed for those few 
colonists who did not employ their wealth duectly Local real 
estate or a share m a ship were the chief forms of private in- 
vestment, and these were generally purchased directly, without 
the aid of any mteimediary 

The first majoi financial operations to take place in this 
country had to do with the financing of the Revolutionary War 
The original thirteen colonies were primarily agricultural com- 

munities, industry having been restricted by the British laws 
so that whatever activities of this kind flourished were on a 
small scale, involving very little fixed capital Several fortunes 
were built up on the basis of the shipping tiade, with 01 without 

1 Miller, H E , Banking Theorist m the United Slates before 1S60, p 171 

'Massachusetts Acts and Resolves, 119s 1757, p 18 
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dent The $8,000,000 capital of the hist Bank of the United 
States was offeied publicly, and ovei -subscribed within two 



The wave of secunty speculation which accompanied Hamil- 
ton's funding scheme and the formation of the Fnst Bank of 
the United States icsulted in the formation of small groups 
of btokeis in Philadelphia and New York who specialized m 
executing pui chases and sales for otheis In New York these 
biokeis would foiegathei in Wall Stieet, and by 179s we find 
twenty-four of them signing an agieement to maintain a uni- 
foim commission of one-quarter of one per cent of the selling 
price of the shares, and to give preference to each othei in 
their dealings Tins agieement was meant to prevent the com- 
petition of commodity auction houses in the secunty business, 
and marked the beginnings of organized brokerage activities 


Early Period of Capital Accumulation (1790-1817) 

The Napoleomc Wats in Euiope led to a boom in the foreig 











then own names A typical list of quotations, taken from the 
New Yoik Evening Post of 1801, is shown in Fig 8 


The first formal stock exchange to he opened in this country | 
was oiganwed in Philadelphia in 1800 Philadelphia was thej 
Lommeicial and financial metropolis at the close of the Revolu- 
tion, and it letained us financial piimacy pi actually down to 
the War of 1819, although it lost its tiade leadeiship ,1 decade 
cailier In New Yoik, after the speculation m governments in 
the eaily ’nineties came to a close, the security maiket became 
veiy lestncted, and many of the biokers turned then attention 




tins country radically In the fiist place, a mama foi internal 
impiovements aiose which cieated a need for laige amounts ot 
capital lai in excess of visible supplies, whereas previously the 
accumulation of capital heie seemed to equal domestic lequire- 
ments In the second place, the close of the Wai in Europe 
1 esulted in a surplus of capital in England which eagerly sought 
die higher rates of letum available abroad In the third place, 
nascent ludustiial development in New England and other sea- 
board areas, and the opening up of new aieas actoss the Appa- 
lachians, sharply reduced the supply of free capital within the 
country available to finance the internal improvement piogiam 
The penod of internal impiovements was ushered In by the 
phenomenal success of the Eue Canal Financed through the 
sale of state bonds, at Gist sold to Albany banks, this enterprise 
paid foi itself from the start The great inciease in commerce 
and wealth it biought the City and Slate of New Yoik lesulled 
in a host of projects by other states to imitate it The other 







same way as they 
othei paits of the 
railroads and public utilities, and many of the large agricultural 
and business enterprises, aie directed tiom London But de 
spite laige impoits of capital made by the United States ai 
various times in its history, actual owneiship and operation o! 
ns leading entei puses have, with very few and mmoi excep 
tions, been letained by Ameucan citizens The British in thu 
eaily period did buy the bonds of a few lailioads m the Easi 
and the stock of a few New York and New Oileans banks 
and some mining shares But the aggiegate of these was small, 
and the only substantial institution which they controlled wai 
the Bank of the Manhattan Company, which the Maiquis ol 
Carmarthen was said to own "body and breeches," except foi 
directors' qualifying shaies, foi its board had to be composed ol 
citizens of New York This piovision m the chaiter probabl) 
hastened the later repatnation of the ownership of this finan 
cial institution 

The Machinery for the Import of Capital 
The investment banking mechanism which was created ic 
finance the internal impiovemeiit piogram at home and abioad 
was relatively simple. There weie practically no public offer- 
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Sons, by the leading biokeiage house of Prime, Ward & King, 
and by such banks as the Moms Canal 8. Banking Company an 
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their chattels made this possible Secondly, they made laige 
loans to promoteis and otheis on the secunty of stocks and 
bonds The Bank of the United States did both on a laige scale 
It turned over entue issues of bonds which it sold 01 pawned 
in Europe, and it also loaned ovei $20,000,000 on the security 
of turnpike, canal, laihoad and land companies, often duectly 
to these companies themselves to help them to complete then 
projects Numerous smallei banks — 347 were chartered be- 
tween 1830 and 1837 — also sprang up, "willing to finance al- 
most any conceivable proposal "Wildcat banking,” in which 
the distinction between commercial and investment operations 
disappeaied, was flourishing at this time 

The three yeais following the panic of 1837 closed a period 
of rapid internal development and widespiead speculation 
throughout the counliy Dunng this period, a substantial capi 
tal market was developed for the fiist time, a numbei of canals 
and lailways wete built, and the frontier was pushed faither 
westward to the Mississippi. 

The three least fortunate developments were the mania foi 
speculative land put chases, the defaults on the debts ol many 
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icturn loi leal estate moitgages, and then utilized to tile full 
then right under state law to issue cunency up to two and 
one-half times the amount of then capital In the seaboard 



ment banking The spectacular failuie of the Bank if the 
United States m 1841, in which it was found diat the depiecia- 
tion of Us security holdings had wiped out its capital of $gg,- 
000,000, accentuated this tendency Charters of banks oiganized 
in New York undei the safety fund scheme provided mvanably 
that the bank "shall not dnectly or indirectly deal or trade 
m buying 01 selling any stock created undei any act of 
the United States or any paiticular State, unless in selling the 
same when truly pledged by way of security for debts due ” In 
commenting on this legal provision, the Bankers' Magazine 
said, "The object of the statute was doubtless to prevent banks 
fiom hazarding then capital, especially in stock jobbing, to 
which they aie often stiongly tempted, and from which disas- 
tious consequences often follow 


In the eastern cities, notably New York, call loan markets 
weie aheady established, thus making the liquid funds of the 
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uons Thus in 18*5, an Illinois lawyer, Fiancis B Peabody b; 



which had marked the piecedmg eia The expenence of thi 
wildcat banks lesulted in a gencial disposition to cui tail bank 
mg activity, and especially to diffeientiate commercial fion 
investment banking 

In the southern states, for example, svheie some of the svois 
examples of unsound banking had occuired, amendments wen 
geneially passed seveiely lestuctmg investments by banks 11 
real estate and seem 1 ties Theie was a general disposition ti 
recognize the essential differences between banking with liquit 
and with illiquid assets, and doubtless the experience of thi 
panic peuod played an important idle in making relatively com 
plete the segregation of commercial and investment banking 
institutions in this country, which thereafter became a maikec 
featuie of American financial oigamzation 

Railioad building amacted increasing interest during thi 
eia, but this time the banks did not play an important pait 11 
their development Instead, a number of brokeiage houses be 
came specially interested in their securities, and these houses 11 





shown by fiagr 





So gieat had speculative mteiest become, that a New Boaid 
ot Biokeis was founded as a sepaiale exchange, which com- 
peted foi a time with the original Old Boaid The former, 
howevei, gradually died out 

While the financial supiemacy of New York was unques- 
tioned after the early ’thirties, the other seaboard cities weie 
olten close competitors Thus, in Philadelphia the house of 




In the years preceding the panic o£ 1857 speculation again 
became active, especially in stocks The call money maiket de- 
veloped enormously to keep pace with the demand lor secun- 
ties The attitude of the time toward this feature of the market 
lor securities, which facilitated the canying of stocks for specu- 
lative purposes and made of such loans the most liquid invest- 
ments available foi the banks, ts exptessed m the following 
statement from the Report of the Massachusetts Banking Com 
missioners made public in 1855 “Extension upon the basis of 
business paper is a voy different thing from distention cieated 
by speculation upon meie capital — that is, loans upon stocks, 
instead of discounts of promises representing something that 
has an intrinsic value " 

The tree use of the call loan, which has been common since 
the period of internal improvements and bank incorporations 
that began with the Wai of 181*, has been a factor little appre- 
ciated in keeping the contiol of American industry within this 
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vance on the piopeity— the company mined to a banking 01 
biokerage house and, foi a fee, induced it to guarantee the sale 
of the issue, the unsold portion being taken up by the undei- 
wnteis There is but one step hom this piocedure to the out- 
iight purchase of the entue issue by the investment banker, 
m fact, the puichase of an issue of secunties foi subsequent 
lesale is still called an undeiwuting opeiation, but the teim is 
an anachronism in the modem method of bond issue In 
England, new security issues aie in fact fiequeutly offeied to the 
public by the issuing company, and the bankeis meiely appear 
as the undeiwriteis who will take ovei only the unsold portion 
of the offenng 

The sale of government bonds during the Civil Wai svit- 
nessed the hist outbuist of active bond selling in this country, 
although mdimentaiy cases existed dining the pieteding eia of 
lailroad promotion The uedit of the government was pooi, 
and the Emopean maiket, to svluch bonoweis heie had been 
in the custom of lesoiung foi laige bond issues, was unfuendly 
to the union cause Accotdingly, die Tieasuiy was faced with 
the immediate necessity of creating a gleat maiket for govern- 
ment bonds Jay Cooke, a Philadelphia bankei named in the 
old house of E W Clarke & Company, accomplished this task, 
and helped revolutionize the American investment banking 
business mote than any othei single individual In 1861, he 
foimed his own him and joined with the older house of Diexel 
fc Company in selling a $3,000,000 Pennsylvania State Loan 
at pat, above the maiket puce, through an appeal to patriotic 
principles He then took an interest in die federal government 
bonds at that time appealing on the market in mci easing 
quantities to finance the war Alieady die maiket foi them 
was showing signs of exhaustion, and giave feais were expressed 

concerning the ability of the government to continue to raise 

money Jay Cooke achieved lemarkable success 111 selling bonds 

locally dirough salesmen and with the aid of widespiead advei- 
tising, and Secietaiy Chase finally appointed him Government 
Loan Sales Agent, in which capacity he directed the sale of 
federal bonds during the period of the conflict He was die 
ouginal bond salesman, the piototype ol the thousands of 
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men and women who now earn a living by selling seem i ties 
At one time, he alone employed 5,000 such salesmen 

Jay Cooke Inst developed many ol the most pionnnent 



laihoad stations, couithouses and hotels, in factones, in stoies, 
in tiains, they gave them to toll gate keepers, to postmasteis, to 
the teamsteis on the loads, they pasted them on walls, they put 
them up on Uees, they tacked them on telegiaph poles; and 
they intei viewed newspapei editots" 

Cooke was the first Ameucan financiei to leahze to the full 
the powei of the press in finance, and to use it Fiom that 
day to this, the lesson he taught has been well learned and 
applied by a host of imitators He non the favoi of editois 
and svnteis by flattery, by threats, by dangling adveitising 
contiacts before them and by doing favois In letuin, the 
news and editoual columns resounded with his name and with 
his message — the maximum purchase of government bonds by 
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Induslual development in this eia was rapid, but it assume 
laigely the toim oE lelauvely small individual enter puses an 
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mended by these houses, especially high-yielding issues of tl 
southern and western states 

The panic of 1873, chiefly maiked by the failuie of Ji 
Cooke and lus associated banks, was brought on by the collap 
of several of the railroads which weie being financed by tl 
distributing houses Jay Cooke, who sold Noithem Pacif 
bonds “almost exclusively to persons who rely upon our lecor 
mendations lathei than upon dien own judgment," finally di 
coveted that “there is a limit to this class and then money 
Having tied up his own funds in an endeavor to finance tl 
company pending the sale of its bonds, he was foiced mi 
bankiuptcy when the load lost ns ciedit A numbei of the b 
distributing houses disappeared dtuing the panic and subs 
quent depression, and in many cases the piopeilies they ong 
nally financed came to look to the international bankets, wit 
then access to wider capital maikets, foi funds 

The government loans of 1878 and 1871), issued in conne 
tion with the resumption of specie payments, were handled t 
a gioup of international bankeis, of which August Belmont wi 
the head These tiansactions definitely established the pr 
eminence of the international bankeis The rise of the mte 
national banking houses was accompanied by laigely mciease 
flotations abioad of Ameiican secunties This is illustrated 1 
the following table (in millions of dollars) of offeimgs in til 
London maiket u 


State and Municipal Railwi 

In addition, seveial relatively small utility and mdustn: 
issues weie made in London aftei 1870 
Another chaiacteustic of the penod ending with the panic c 
1873 was the appearance on die speculative maikets, wine 
had grown apace, especially undei the stimulus of the eas 
money of the greenback rdgime, of a numbei of unsciupuloi 
opeiatois who acquired control of seveial Ameiican coipou 
lions through putchase of then shaies on the open maike 
Daniel Diew, Jim Fisk and Jay Gould weie the moie conspict 
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junior issues of only the betcei piopenies European investois 
became holdeis of the more speculative Araencan securities 
at this time puntipally only as a mult of the recurrent waves 


"“Sec Adams, Chnilci Fiancn, and Heniy, A. Chapter of Erie and Other 
Estays, tot an middling account ol this episode 
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of receivenlups and leoiganizations among the tianspoi talion 
companies 

The e\tent to which the speculative machmeiy expanded 
aftei 18715 may be tiaced in the following statistics of the vol- 
ume of tiading on the New Yoik Stock Exchange 



While the old large security-distnbutmg houses of the East, 
such as Jay Cooke &. Company, Fisk &. Hatch, etc , weie eclipsed 
by the panic of 1873, a new group, also of a puiely domestic 
diaiactei, made its appeatance at this time The price of capi- 
tal in the West was naturally much higher than in the East, 
and theie were many types of high-yieldmg western secunties 
which, for one reason or anothei, could not be sold in Euiope 
Hence, a market for them had to be built up in our eastern 
cities In the early ’eighties, several houses aiose to sell west- 
ern municipals and mortgages, and these houses gradually re- 
vived the methods of Jay Cooke, But developed in the sale of 
Civil War bonds Thus N W Hams 8e Company of Chicago 
was at fiist ridiculed for efforts to sell bonds by the method 
of "ringing door-bells," as the widespread use of salesmen was 
teimed But it prospered nevertheless, and developed into a 
large wholesaling and distributing house under the name of 
Hants, Forbes 8. Company 

The end of dus period witnessed the rise ot the international 
banking houses to a position of complete domination in the 
financial organization, Numerous failures among the railroads 
biought about foieclosures which wiped out the equities of the 
original promoteis and the later speculative managers, and 
they were leplaced by the bankers who had sold the bond issues 

to investois here and abroad These banking houses gained 


further 
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By igoi, it has been estimated, about one-fouith of the Amei- 
lcan seumtics theietoloie held in Ernope had been lepm chased 
and biought bach hcie 



we find die European capital maikets again being called upon 
to pm chase issues of American securities because of the resump- 
tion of large-scale expansion heie Railioad development soon 
assumed an unpietedented scale because ol numeious consoli- 
dations which resulted in the evolution of larger and soundei 
units in the mduitty It was m this period that Hill and Hatti- 
man, the New Yoih Central and die Pennsylvania, weie en- 
gaged in put chasing control of most of the independent systems 
of the countiy in older to weld them into great communities 
of interest The ability to sell gJ4 and 4 pei cent bonds at par 
for the stronger pioperties stimulated diese plans 
New issues of latlway securities expanded as follows 1 


l8g8 . 1 67,000,0 



But the reorganization of the American railioad system was 
a lelatively small task compared with the achievement winch 
followed — consolidation of many individual plants in each of 






The investment banking mechanism expanded to a gieat ex- 
tent to help in the absoi ption of these vast issues of securities 
In order to attiact public confidence, the gieat international 
banking houses and many of the oldei biokeiage houses were 
given leading idles in accomplishing such consolidations This 
was a natuial development, also, because laige amounts of 
liquid capital weie needed to accomplish these transactions, 
and, as was latoi levealed m the Netv Yolk insurance investiga- 
tion ot iqo6, funds of (lie life insurance companies themselves, 








liiii! 



on then business for the most part as private individuals 01 
in partnei ships, weie practically umegulated 
With the glowing wealth of the countiy and the spiead of 
security speculation appealed also a wider held of opeiations 
for the selleis of fiaudulent securities This hastened the popu- 
lai demand foi regulation of security selling, and led to the 
passage of the fiist blue-sky law m Kansas in igi i The puipose 
of this Act was "to piovide for the regulation and supei vision 
of investment companies and ptoviding penalties foi the viola- 
tion thereof ” The Bank Commissions was to leceive data on 




of the United States tnminal code lefemng to attempts to use 
the mails foi put poses of fiaud In New Yoik, New Jeisey and 
Maiyland, blue sky laws failed of passage, but instead, anti- 
haud statutes weie passed, which gave the state attorney special 
posveis to piosecute altei the baud was committed The mbject 
of blue-sky laws leceives fuller tieatment in Chapteifcxil 
below 


The World War Period 

The war-time peuod of Amencan finance was characteuzed 
by an impaialleled expansion, fust, of tlie industual machineiy 
and, secondly, of the financial mechanism of the nation, so that 
within ten yeais what had been vaguely piedicted m 1897 be- 
came an actual fact, and the pumacy m world finance definitely 
passed to this countiy With the industual consolidation move- 
ment largely completed befoie the war began, the basic indus- 
tries weie m a position to expand without difficulty as the need 
arose, and the financial strength and efficiency or many of the 
leading corporations permitted them a large degiee of flexi- 
bility which stood them in good stead when Eui ope began to 
call upon this countiy to help supply war mateuah and supplies 
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expenment in this counny It has gone thiough vaiious stages 
of evolution since, as lapidly changing conditions have affected 
it, in many instances advenely 

3. Slocks Replaced Bonds as the Favored Popular Investing 
Medium —Three decades ago, one widely discussed question 
in the field of investments was the lelative merit of leal estate 
mortgages and corporation bonds as investments In recent 
yeais, the same question arises between bonds and stocks, with 
the latter enjoying the gi eater populanty When American in- 
dustry was new and the individual enteipuse was m its devel- 
opmental stage, stock equities tended to be speculative and ill 
suited for long-teim investment With the lelative stabilization 
of the industnal situation and the development of giant cor- 
poiations abundantly supplied with fixed equipment and liquid 



The greatly increased productive capacity of the country re- 
sulted in a surplus available for investment abioad, which was 
eagerly taken advantage of by foreign lenders during the post- 
war reconstruction period. Capital flowed abroad not only 
through the sale ol foreign issues heie, but also through large 











the ccntuiy, 

The senes of financial panics that beset tins country from 
lgsg to lgjg was piecipitated by a vanetyof causes, but the most 
aggiavating lactois weic the failmes of thousands oi commei- 
cial banks, laige and small, and the foiced liquidation of bil- 
lions of dollars of seiiinty loans The lesulting haidships to the 
countiy weie so extieme that a gieat revulsion of popular senti- 
ment against deflationaiy policies icsulted, which will doubtless 
have a profound effect upon the attitude of the government 
toward banking foi a long time to come Just as the Roosevelt 
Administiation took drastic action to check fuither deflation 
when it assumed office in 1933, it seems likely that future ad- 
ministrations of whatever patty will similarly resort to political 
lemedies whenevei wholesale ciedit contraction again contracts 
business activity and foices the level of commodity prices 
sliaiply downwaid 

The depiession penod was maiked by a seveie contraction 
in the volume of both new issue and security trading activity, 
gieat losses to all types of investing institutions and institu- 
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ol government intervention, m the interests o£ relief foi faim 
and home owneis and specdiei lecoveiy in new building 

g Investment tiusts weie subjected to federal investigation 
and legislation thiough the Public Utility Holding Company 
Act of 1935 and the Revenue Act of 1936 
The capital maikets enpyed a distinct levival beginning with 
the spring of 1935, spoiled by the mflationaiy ciedit policies 

sponsored by the government at the time Howevei, the bond 

maihet lemamed laigely an institutional affair in companson 
with the pie-depiession period, individual investors taking 
laigely to common stocks The lecoveiy in stock prices, once 
the piessuie of deflation was definitely ended, was accelerated 
by vague populai feais of commodity puce inflation following 
the devaluation of the dollai. Tins factoi helped to ovei come 
fear of mvestment m stocks that had been engendered by the 
seventy of the declines in the iggo-iggg peuod, 

Anothei staking development in the Ameucan capital mai- 
ket was the great inflow of capital fiom abroad, especially Gieat 
Britain and western Euiope, that began in 1934, The Depart- 
ment of Commeice estimated that at the end of 1935 some 
$5,000,000,000 of Ameucan stocks were being held for foreign 
account The lelative political tranquillity that pievailcd m 
this countiy, its lemaimng large undeveloped natural resources, 
and the disturbed conditions that existed in most other paits of 
the world accounted foi this abnoimal flow of both "neivous'’ 
and investment capital to a country that was already amply 
piovided with capital lesources of its own, and that should 
logically have exported capital on a large scale This inflow 
of foieign funds added to the plethora of capital, helped de 
pi ess interest rates fuither, and raised stock prices It also added 
to the volume of funds seeking expert guidance or manage- 
ment to escape the evident dangers to the integrity of capital 
created by such abnormal conditions 
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it, or, undei a rtgune of bank deposit guaianty, it may ulti- 
mately fall upon the associated banks of the rountiy This, 
however, is an appatent and not a leal difficulty inheient m 
the reasoning It allows differences of ownership to obscure the 
true economic situation which is involved If we regard the 
depositots of the bank as a unit, it then appears that the action 
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rat depends foi its completion upon parallel action 
; with the banking mechanism ol the countiv Foi 




some pievious time? Evidently the measure of economic lm- 
piovement is found in the mciease, immediate 01 ultimate, of 
ability to command consumption goods, and this may tome 
about as a result of new discovery, impiovement m processes, 
01 bettei oiganization of labor It is quite possible that a change 
such as the bettei oiganization of laboi might bring about a 
laigei production of wealth from the same equipment and with 
the same number of persons at woit Ordinal lly, howevei, 
this impioved oiganization is rendered possible only through 
the use of machines, or the increase of fixed capital employed 
for the purpose of applying labor m a more efficient and satis- 
factoiy way Better processes are usually dependent upon bet- 
tei and more effective employment of machines 
In short, the conditions which determine whether a countiy 





ume and the allocation oE savings 
Wlule accepting the general views thus expiessed, subject to 
the extremely aibitiary undeilying assumptions upon which 
they tested, latet economists have been inclined to emphasise 
two factois affecting investment which wete ptobably undci- 
estimated by the classical economists These weie (j) the 
cumulative mciease in productive power brought about by in- 
tensive use oE machine methods of pioduction, and (s) the 
difficulty of obtaining a smooth and steady consumption of the 
products of machine mdustiy, such difficulty being attributable 
dnectly to a faulty distubution of wealth with inadequate con- 
sumption power m the hands of the rank and file of wage 
eaineis By emphasizing these two factors, contemporary writers 
have at times developed svhat seemed like a new philosophy of 
ovei-pioduction, committing themselves to the viesv that the 







that industiy often contains the seeds of its own failuie by le- 
tusing to the employee the means which will enable him to 
make a salisfactoiy demand foi commodities The situation is 
simply one in which faulty conditions of investment have pei- 
mitled an excessive amount of fixed capital to be supplied m 
turning out given classes of goods This dislocation may have 
taken place because of unexpected inventions which have 
brought about the introduction of new piocesses in given fields 
of production, and thus lendcred a good deal of existing ma- 
chinery partly obsolete, or it may be due to the existence of tem- 
porary excessive additions to capital in given industries lvhich 
have led to a massing of investment funds theie The problem 
is one of distubution, and the reason why it has sometimes ap- 
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wealth The situation thus deputed may be summed up m the 
statement that modem capitalism 1 esults in a vci) high degiec 
of specialization of pioduction mechanisms and constantly 
tends to lender obsolete even tompaiatively letent types of 



goods, beyond the capacuy of the public to pay foi or consume 
There is an inci easing dangei in the ovei-spcciali/ation of cap- 
ital and in the necessity of constantly wilting off laigc volumes 
of investments which have been tendeied obsolete by new meth- 
ods of manufactuie 01 of labor leoigamzation 
Fuithei peifecting o! industiinl processes and enlaigement 
of the power to turn out goods cheaply and in gieat masses is 
the essential basis of a using standaid of living It is desirable 
that theie shall be a sufficient diffusion of business statistics to 
discourage unnecessaiy duplication of productive capacity, and 
at times it may be possible through joint action of those engag- 
ing m a given industry to regulate or “smooth out” the rate at 
which new capital is applied there The safe extent of such 
possible mteifeience with the automatic piocesses of saving and 
investment is still unceitain The problem, at any rate, is one of 
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tween sound and unsound investment judgment In piopoi- 
tion as decisions of the kind lefciied to piove to be well- 
founded, the investment ol capital whuh takes plate by the 
methods already outlined becomes remunerative 01 pioductive 
In pioportion as the judgments lefened to aie incoiiect, the 
application of capital which is made turns out to be enoneous, 



This may be understood by assuming that an individual dctei- 
mined to spiead his capital out evenly over the entire field of 
investment, so that (we may suppose) he purchases an equal 
number of units of ownership in eveiy business enterpnse 
whose shaies are available foi general sale He will not leccive 
equal letuin horn all, and fiom some he will lecnve nothing 
01 next to nothing, while in otheis he will soon find that his 
capital has been completely lost Theiefoie, in older to induce 
the investor to go on applying his funds he must leceive intlici 
moie than would othei wise be necessary fiom those entei prises 
that do actually pay This risk element m investment eventually 
has an impoitant influence in determining the rate of inteiest 
that must be offered by borrowers , 

The typical investor wishes, of couijse, to find enterprises foi 
the use of his funds in which tins element of risk has been kept 




"net ” The leplacement o£ older capital goods, foi capital o£ all 
hinds is wearing out from day to day, should be effected thiough 
depreciation reseives That part of capital which has taken the 
form of machinery, or physical assets, usually has only a compar- 
atively short life Othei capital goods aie being lost in any one 
of a number of ways through fire, natural disasteis, wais, etc 
More frequent still ate the cases in which losses of capital occur 
thiough badly conceived investment Railioads may be built 








tion of the flow of capital is decided by individual! whom we 
have described as "saveu *' To a ceitam extent this method of 
detei mining the flow of capital still pievails, but it has been 
supplemented by the process of cotpotate savings and invest- 
ment Coi potato managements find themselves in possession of 
net earnings at the end of the fiscal peiiod These they may 
declaie as dividends to stockholders 01 decide to “plow back’’ 
into the business 
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light to deatlc that A's 15 pa cent should be invested m the 
extension o£ the same business A evidently has no decisive 
101 cc whatever in the matta Jt may be ansiveied that, as the 
allaus ot the coipoiation aie moie or less public, the value of 
A’s stock ill the maiket will be immediately enhanced by 15 per 
cent, so that he can possess himself of the funds by selling a poi- 
tion of his stock if he so lushes This may 01 may not be the 
lact, but even if the entire enhancement ot value is lcflected 
in the svoith of the stock so that A has no difficulty 111 actually 
convening it mto money, the fact lemams that the community 
as a whole has accepted the decision of the board of duectois 
of the X Coipoiation and has assented to the investment of the 
earnings foi the year m question in the extension of the pai- 
ticulai business which has tepoited them The management 
has, in any case, alone detamincd the amount and the applica- 
tion of this particulat section of the yeai’s piofits 

This automatic savings function of the coipoiation has giosvn 
more and more impoitant of recent yeais and has been the 
object of some criticism by both economists and public men 

“Undistributed” Income 

Ptesident Roosevelt, in his proposal of March 3, 1936, to 
revise the coipoiate income tax, uiged that the letention of 
coipoiate earnings in business svithout passing them thiough 
the hands of the stockholders had die effect of preventing a total 
tvhich he estimated as $4,300,000,000 of coipoiate income hom 
being distributed to stockholder These funds sveie savings 
effei ted by these coipoiations. The estimate thus given may 01 
may not be accurate, but it illustrates the great r61e played by 
the modern coiporation in die determination of the volume oi 
savings and their duection 

It has been contended that this power of determination of 
the volume of reinvestment may have undesirable effects One 
of those which is chiefly emphasized is the possibility that the 
corporations, unduly influenced by laige piofits in favorable 
.yean, may “ovei-invest" — that 15 to say, establish too large a 
plant as compared with present or piobable needs of con- 
sumer The effect of such faulty decisions may be to bung 
about the production of commodities that aie not wanted at 
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thought as would be shown by the boaid of directors A sti iking 
illusuation of this situation was affoided during the five years 
bcfotc igsg by the leadiness with which coiporntions weie able 
to obtain new capital for piactically nothing in the way of 
piomised cuuent return Exorbitant prices were paid for new 
stock offered shareholders through subscription lights 
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:his contention has been advanced, particulatly in countnes 
!t a socialistic bias Evidence u lacking to substantiate the 
lc assumption of planning advocates Theie is no satisfac- 
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The undiscriminating demand for largei saving is often injuri- 
ous lather than helpful. There is certainly substantial basis for 
die view that the institutional organisation of society some- 
times Tesults in the continued application of savings to pi educ- 
tion, without careful or disci lminatmg thought as to whether 
the production is really likely to find a market for the goods 
which result Here too, hosvevei, the question is not merely that 
of pointing out faults 01 eirors in the investment piocess, but 

that of developing alternative or substitute means of deteimin- 

mg whetliei investment should be carried fuithei, or not 


Measurement of Investment 

In svhat has just been said it may seem to be assumed that 
“investment” is alsvays moie 01 less successful “Investment,” 
howevei, must be regarded as eithei positive 01 negative It may 
lesult m tendering existing capital foims obsolete and thus 
(flora die bookkeeping standpoint) lesult in loss, though die 
effect of it may be the turning out of a much greater supply of 
goods than was previously available On the other hand, it may 
simply lesult in marginal gains or profits, 01, in rare cases, it 
may produce practically no effect whatever from the standpoint 
of earnings 

A balance sheet representing these items of gain or loss can 
dieoretically be diawn up from period to period, not meiely 
for the individual in terms of money, but also for the commu- 
nity in teims of capital goods Such a balance sheet may be diffi- 
cult to put into concrete foim, but the data underlying it are 
piesent Countries or communities aie advancing or declining 

in their control over wealth In order to ascertain their position 

at any given moment, some process of investment measurement 

It is often asked how the process of investment, viewed fiom 
the social standpoint, can actually be gauged Various measures 
suggest themselves, the obvious one being simply to ascertain 
the difference between the annual production and the annual 
consumption of goods in a community If the annual produc- 
tion is taken as may be expressed by * nurabei of dollars, and 
the annual consumption by a specified number y, the maigin 
of saving or investment is the diffeience between the two, or 





staled, tunendy made in teims of dollars and have at least 
a comparative intei est as relating to dilleient peiiods of times 
One such estimate by Professor Willford I King indicates die 
percentage saved between i<)oq and igi7 as lunnmg from la 
to ay pel cent of the total national income 
The deteimination of the sire of die investment suiplus in 
terms of goods is not ptatticable An indirect measure is fui- 
mshed by pioductivity statistics Thus the National Industual 
Conference Boaid has prepaied the figure shosvn on page afii, 
svhich measures the extent of the increase in physical pioduct 
of all industries since i8gg that is traceable to unpioved equip- 
ment and oiganization 
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gieatei than ilic oppoitunity foi investment, with the lesult 
at lunds must be placed elsewheie In the converse case, in 
Inch a couiiUY has leached a phase ot active economic ex- 
citation, and has laige oppoi turn ties opened to it wheiein 
iv capital can be employed to advantage in mcieasmg pio- 


by the amount of nsh which is involved m their use. In looking 
at this factor m the supply ot capital, just as in studying the 
influence of different stages of development, we may obtain a 
valuable lllustiation horn the cxpcnence of diffeient coun- 
tues In some, wheie uch natmal oppoitumties have piesented 
themselves, exploitation appears to be accompanied by small 
hazard of loss Almost anyone with funds can find a safe op- 
portunity for then employment, with a leasonable piobability 
of at least modeiate letuins Into such countries, capital natu- 
rally flows freely from outside sources, while the late of saving 
on the pait of inhabitants tends to leach a high point 
Most sections of the United States furnish satisfactory ex- 
amples of the development of capital flow thiough limitation 
of risk On the other hand, in new countnes, such as some 






heavily upon the tevenues o£ their estates m older to meet then 
extensive expendituies mcuned thtough luxurious living As a 
lcsult, capital was always scaice in Russia, and the countiy was 
undei developed, possessing betoie the wai little machinery and 
only a pooily oigamzed system foi the exploitation ol its vciy 
valuable and extensive natuial resouices 
Holland, on the othei hand, much smaller in aiea, and with 
a much less satisfactory supply of natuial lcsouices, was occu- 
pied by a thrifty population The mhabitants weie disposed 
to make the most of the oppoitumties open to them, and did 
so, with the result that die maigtn of savings, always sub- 
stantial, was employed to the best advantage, thereby greatly 
cnlaiging the available supply of tapital and rendering it possi- 
ble loi business to equip itself with practically any facilities 
it might requue foi the inoie effective prosecution of its cffoits 
Similai though less svell-marked distinctions between the 






come will be saved 01 not, and also (in individual investment) 
what foim will be given to the saving through its distubution 
among investment demands 

The question w Inch is thus laised with leieience to the 
effect of the distribution ol wealth upon investment can be 
generally answeied without much difficulty, the effect of dis- 
tribution depends upon the relative inclination of the vanous 
classes in the community with legaid to the use of their funds 
In a society in which living standards aie simple and meie 
extravagance is not admired for its own sake, it is undoubtedly 
true that a high concentration of wealth favors a high late 
of saving Conversely, a situation m which wealth is widely 
divided among a frugal population gieatly devoted to saving 
also tends to maximize the amount of investment from the 
social standpoint 
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coipoiate piomouon is going on At times, the optimistic 
business man and financieis it ho have held taihei too hopeful 
a view ot the possibilities may be too encouraging m then 
repiesentations to prospective mvestois Oidinanly, the nivestm 
is not paiticuhuly well qualified to judge of the tiue wrath 
of secuuLics He has to depend more m less upon adviseis in 
the financial field who enjoy his confidence, and when these 
have quite generally fallen undo the influence of a specula- 
tive fever, then opinions aic not to be tiusted Dining such a 
boom period, active piomotional woilt usually lesults m float 
mg considerable quantities of securities which eithei aie ahead 
of then time, lepresenting investments that may become valu- 
able at a later date, or ate perhaps laigely or wholly bad, 
rejuesenting misjudgment 01 even dishonesty Sometimes a 
situation of this kind has lesults which are seuous and long 
lasting For example, the commercial distuibance 01 panic of 
1873 has often been ascubcd to excessive absorption of capital 
and savings m the consti uction of the transcontinental and 
other railroads which had been built just after the close of the 
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Over- and Under-saving 

In the piocess o[ investment theie u always an open ques- 
tion as to the capacity of a given mathet to "absoib” the invest- 
ment surplus of the community It does not folloir, meiely 
because an individual or a group aie of saving habits and can 
put aside a pioportion of then income fiom year to yeai, that 
theie is always a satisfactory way in which to apply these sav- 
ings so as to bung the osvnei thereof a legulai income The 
oldei economists iveie of the opinion that in almost all coun- 
tries giadual expansion of population, and svhat they called the 
piessuie of population upon subsistence, would eventually 
bring a community to a "maiginal point” at which it was 
doubtful whethei the futthei investment of savings would pio- 
duce a laige enough additional income to be worth while Ex- 
amples of tins hind have been furnished by some of the oldei 
Euiopean rountnes, in which practically all natuial lesouices 
have been bi ought close to die point of maiguul produc- 
tivity In othei countries, however, which aie veiy fai fiom 
having reached any such point, as in the United States, there is 
always a question as to whethei a given field ol business may 
not have been developed about as fat as theie is any occasion 
for it For example, it may well be questioned at any given 
moment whethei any further investment of funds in fhctoues 
devoted to the manufacture of faim machinery will bung a re- 
turn on the amount so spent If capital is put into fields which 
aie thus close to the mat gin of pioductiveness, it may be ex- 






below such a level, according as the supply ot setuuties, as com- 
pared with savings funds, is scanty 01 ovei-abundant These 
vanations lesull in corresponding vanations in the yield to 


be denved fiom the secunties which aie thus pui chased by 


mvestois, Advances in such income or a tendency to decline 





lostly 01 unusually cheap supplies ol capital Thus tlie cucle 
of saving-mvestment-industnal development-eai nings-secui Hies 
value is completed The aid given m the peiloimance o£ this 
function by the stock exchanges and by othci scan Hies matkets 
is pel haps the most fundamental justification of then existence 
—the best illustiation of the set vice which they icndci to the 
economic organization of society The question of investment 
ci edit conti ol is discussed more fully in Chapter XII 
It often happens, of couise, that the processes which are 
heie described aie proceeding at a diffeient rate in different 
markets Accoidingly different levels of puces loi similai se- 
cuntics exist in the two markets Considei, foi example, the 
case of govenment secunties in a country which is unquestion- 
ably sound and stable but relatively short of capital, and the 
same class of secunties m anothei country similaily stable m 
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Bank Credit as Capital 

The si/c of the land available loi capital investment at any 
one time may be expanded 01 conn acted by the policy being 
pursued by the commeicial banks ol the community Bank de- 
posits lepicsent the liquid funds of the community which can 
be duected to any one of acveial dilEeient channels Any unit 
of it may be employed lor consumption or devoted to invest- 
ment, according to the decision of its ownci 

The late chaiged fot bank funds, 01 the late of mteiest foi 
shoit-teim loans, is ordinal Uy moie sensitive and leadily 
changed than is the late on long-teim investments, such as 
bonds Both, of comae, go back to the same geneial detei mining 
factois of supply and demand The same elements which tend 
to make the chaige foi money high will m the long inn exeit 
die same effect upon cipital funds, and vice vena Houevei, 
thete fiequently aie peuods of divergent fluctuation, m which 
the two gioups of lates move sepautely fiom each other, per- 
haps, in fact, in opposite dnections Possibly the most influential 
factor tending to birng about this kind of divergence between 
the two classes of rates is speculation Speculation oidinauly 
requires as a basis substantial advances of cuirent funds, and 
these will normally be obtained from the banks It is thus an 
added element of demand for the cunent lesomces of the com- 
munity, and its influence is to raise 01 accentuate rates of in- 






non of the insurance principle by creation of special i 
or devices to spread lists From the purely theoietical stand- 
point, the function of insurance is not merely that of protecting 
the individual against loss, but also of equalizing the losses re- 
sulting from unwise investments and spieading them out ovei 
the entue field of capital use As diffeient lines of business le- 
veal through experience greater 01 smaller hazaids, application 
ol the insurance principle to them may become feasible. 

Careful analysis of the credit risk of individual enterprises 
similarly lesults in legulatmg the investing process The set- 
ting up of standards of safe investment for financial institutions, 
by law or otherwise, operates to restrain those who might 
otherwise be induced to apply capital funds in unpromising 
duections, and who might thus divert resources which are 
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Chaplet X 

THE DEMAND FOR CAPITAL 
The Flow of Capital 

The investment suiplus descnbed in the picceding chaptei 
does not flow as one steady and unchanging stieam thiough the 
vanous channels of saving into the several classes of invest- 
ment It may lather be likened to a mountain toiienl, which is 
constantly shifting its couise to new channels in lesponse to 
changing conditions 

Sometimes these shifts occui in response to rational causes, 
such as the promise of higher rates of teturn m new industries 
In othei instances, they occur in purely random fashion Legal 
lestnctions constantly affect the channels into which savings 
go Furtheimore, the total volume of new financing vanes 
sharply with changes in conditions in the money and capital 
maikets 

The net annual addition to the capital of the country may be 
defined as the increase in income-producing assets, tangible and 
intangible, which takes place dunng each year This addition 
to the capital of the community is not necessanly the same as 
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thiough lus bioker on the stock exchange, he turns ovei his 



in a steady use in the quoted raaiket value of the shales issued 
by these corpoiations 

The stream of Iiee investment capital which thus ongmates m 
the mam as surplus eainmgs ol individuals divides Uselt into 
many substieams and uvulets One ma)cn division is the sepaia 
Uon of a laige fiaction of the total foi expon abioad The re- 
mainder, invested at home, goes into the vanous types of domes 
tic enteipuses, being diverted fiom one field to anothei fiom 
time to time accoiding to the letuins offcied and the prevailing 
sentiment of the investing public Finally, theie may be a shift 
m the foim of financing between stocks and bonds in response 
to various stimuli 

Interpretation of New Security Issue Statistics 

The statistics of new secuuty issues, as piesented and analysed 
in this chaptei, must not be accepted as measunng the extent 
to which money savings aie being invested in secunties thiough 
the capital maifcet at any one time The data are useful only 
aftei then limitations aie undeistood 

In the first place, a laige pait of the new secuuty offerings 
represents lefunding of new issues put out to replace otheis 
pieviously outstanding Such lefunding opeiations may be foi 
the purpose of paying off a matming obligation, or leducing 
the rate of interest on outstanding bonds by selling a new issue 
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nally invested in Dodge secunties lepiesents an addition to the 
total accumulation of capital in the community On the othei 
hand, should the money be invested eventually in a new se- 
cui lty issue, then the same amount of capital has been counted 
twice m the new total of new security offeungs — once when it 
was placed in the secui 1 ties of an established business being 
sold to the public, and a second time when the pioceeds, having 
passed fiom hand to hand m the secunties maikets, aie finally 
invested in some othei new security issue Theie is duplication 
lesulting from issues of securities previously privately held, 
therefoie, m addition to the element of lefunding, that must 
be borne m mind m interpreting statistics of new security flota- 
tions Flotations of investment trusts and othei oiganuations 
formed foi the purpose of buying alieady outstanding seum- 
ties similaily may not reflect m themselves a net accielion to 
the aggregate net savings of the community 
Finally, it must be lemembeied that a substantial poition 
of new security issues is not dtttiibuted to investors immedi- 
ately, but is carried on credit In the case of new stock issues, 
a laige part may be earned indefinitely m maigm accounts by 
brokers, so that the amount of the issue does not lepresent 
savings received from investors, but only partly that and partly 
credit provided by the banking system The lelation of the 
money and capital markets is discussed m the following chaptei 
These various factors make statistics of new financing only 
partially repiesentative of the process of money investment as 
it is constantly going on m an economically advanced couimy 
In so far as refunding issues, sales of closely held stocks to the 
public, and investment trust and many holding company issues 










net of the country as at present laid down gives adequate facili- 
ties to most of the well-populated aieas For local tiaflic, the 
automobile and motoi truck are in many instances teplacing 
existing blanch lines of taihoad, and there is ceitamly no basis 
for much future building of sbott lines Hence, financing for 
new consti action mil be small With business men and Ur men 
agitating steadily foi lowei rates also, nnpi ovements to existing 
lines must be made in moderation if capitalization is not to out- 
lun earning power 

Railioad financing has been stiongly influenced by the fact 
that then seasoned thaiatlei long gave to lailroad bonds a pie- 
f erred position in the laws governing legality ior institutional 
investment of savings banks, insurance companies and tiustees 

- ■*■■■*■ *■* — ' 1J . hardly justify 

bonds ale held 
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Advene experience with such hen* during the depression, 
involving the collapse of a number of real estate bond houses, 
constituted a severe setback for this type of financing. 

Municipal financing is stimulated by an artificial factor — tax 
exemption. Because of their fieedom from federal and certain 
state imposts on income, these bonds are especially attractive 
to persons of large means who pui chase them to avoid heavy 
income tax payments High income tax rates keep municipal 
financing relatively large 

There is little reason for expecting a sharp drop in municipal 
financing Attempts to take away the tax exemption feature of 
these bonds, which would tend to discourage their issuance, 
have been defeated in Congress thus far. 


government 
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will vary with the mam ttend ot the late of interest When it 
u feaied that long-term mtei est lates will decline, shoit-term 
lates may drop to nominal levels, as was the case in the early 
’thirties. Also, lack of confidence in the stability or the cuirency 
will cause investors to piefei shoilteim to long-tcim commit- 
ments, although this is not always logical, paiticulaily where 
shoit-terms aie leplaccd as last as they come due by othei 
short-dated obligations 

The volume of new bond financing tends to follow closely In- 
tel est rates, using when intei est rates advance and falling when 
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ol stocks seemed tempoiaiy duung the de- 
nn asserted itsell dui mg the subsequent 
illation While it is impossible to speak of a 












THE DEMAND FOR CAPITAL 2 

securities that will probably persist lot a long time Inste: 
a heavy influx of capital seeking safety came into this couni 
from abroad The consequent disappearance of foreign final— 
ing dui mg Lhe early 'thntics is shown by the following table 
giving figures for such financing fiom 1929 to 1935 (000,000 
omitted) 



The penod since 1929 has been punctuated here and there 
also by legislation and actual efforts in foreign countries to 
prevent the giowth of Amencan connol of enterprises in which 
laige financial mteiests have been acquired In many cases 
these attacks upon American lights have been successful, usually 
employing as vehicles vauous elaborations in corpoiate law 01 
in the voting power of various classes of stockholders, Ameii- 
cans who bought participations in Geiman banks have been dis- 
appointed by the outcome of their investments — a situation well 
illustrated in the changes intioduced into the bargain which 
the Reichsbank itself had made with them In other cases, even 
in England, obstacles have been thrown in the way of the trans- 



be tiaced, but the numbei of investment bouses and brokets 
into es ted in t lading in such secunties was .it one time so laige 
as to indicate tliat the aggiegate was then quite substantial 
Fuuheimoie, some investment tiusts have at times m the past 
put a sizable piopoition of their lunds into such foieign in- 

In addition to public secuiity flotations heie and the pur- 
chase of internally issued secunties, the expoit of capital may 
take the foim of the shifting of liquid cash balances horn one 
market to the other This, howevo, is moie a banking than an 
investment matter, at least nominally, although when a large 
volume of foieign funds is shifted to New York, they may 
influence domestic speculative and investment conditions sub- 
stantially 

A final and impoitant channel foi foreign investment is the 
direct investment by corpoiations in the piopeity 01 secunties 
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Theie have been peiiods m the past when excess free capital 
sought employment at veiy low lates The most lemarhable 



laigely concentiated at that pciiod in a lelatively limited num- 
ber o 1 government and lailioad bonds 


Up to the time of the depicssion, it was tliought by many 
dial dieie would be a steady expansion in popular inteiest m 
foieign securities in this countiy, while the domestic demand 
lor capital from industry would rontubute to maintain leturns 
to owneis of such capital The over-financing and over-stimula- 
tion of the pie-panic yeais bi ought a leaction, however, duung 
which the economic machmeiy of the country was disrupted 
This peiiod was masked by the niabihty of capital to earn a 
leasonable late of remuneration m high-giade investments. One 
factoi that had much to do with this situation was the lack of 
confidence which characterized large sections of the public with 
legaid to the futrne of business, and the nation's cunency and 
banking systems 
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Chaplet XI 

THE MONEY MARKET AND INVESTMENT 
BANKING 

The Sources of Funds 
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which is turned ovei to industi lalists Acroidmgly, the late of 
mteiest is looked to as a paiual means foi bunging about the 
legulation of the amount of actual new capital which is coming 
foiward foi investment, and the amount of such capital which 
is made available through shoitteim channels, as compaicd 
with the amount which is being used m long-Lcim channels 
Evidently, this kind of definition necessitates a conclusion 
as to lvhat limits the interest late Substantial agieemcnt pie 
vails to the effect that a late cannot be paid in excess ol the 
capacity of the bonowed capital to produce a money income, 
the limit of the late that can be paid at any tune is thus the 
amount of money income which can be obtained tluough the 
application of the capital This notion is evidently almost 
axiomatic when it is stated in this bload way The difficulty 








These vaiymg lates of mteiest fluctuate greatly, not only 
absolutely but in lelation to one anothei among themselves 
The study of the tates, 01 “tale structure” as it may be called, 
in any given community furnishes the due to the actual distri- 
bution of funds at any given tune, as well as to the undeilymg 
conditions which deteimine the willingness of bonoweis to pay 
moie 01 less foi what they want Just as a thermometei meas- 
uies the tcmpetatuie in a loom, and may lead by mechanical 
conti lvancc to alteration of the inflow of an before those in 
the 100m have had time to feel veiy uncomfoi table, so the rate 
of lntei est is an indicatoi to determine the time and conditions 
in which alterations of the supply of, and demand foi, capital 
take plate, and conective steps may be taken if intei est rate 







i The call money maiket, for loans seemed almost 
sively by stocks and bonds 

g The time money maiket, which is also a secun 
lateral loan maiket 

3 The maiket foi shoit-teim government secutities 

4 The maiket £oi bankets' acceptances 

5 The market for negotiable commeicial paper 

6 "Ovei-the-countei” loans by banks to their legulai hol- 
lowing customers 

y. Tlie market for aedit at tlie cential bank — m this coun- 
try, credit at a reserve bank which membei banks may 
secuie through the process of lediscountmg, as piovuled 

The money market is largely concerned with kinds and classes 
of credit with which commercial banks have to deal, as dis- 
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Call Loans 

Call loans are repayable al the option of lender or borrower 
within twenty-lour horn's. When not called, these loans may 
continue m foue indefinitely. A special significance, however, 
has been given to the term “call lunds,” so that it is now applied 
to funds lent on demand notes backed by stock and bond col- 
lateral. The term call loans is practically identical with brokers’ 
loans. However, a bank could also make considerable amounts 
of call loans dnectly to individuals who want to use them in 
carrying securities. 

Up to this point any “market for call funds” we have con- 
sidered has been a purely theoretical one, since it has involved 
only two parties, the banker and the borrower, whether the 
laLter be a broker or a speculator. The “market” arises only 
when the broker or other borrower endeavors to find out where 
he can get his funds most cheaply and “shops about" for the 
purpose of making the most satisfactory and profitable connec- 
tion with an actual lender of money This kind of market de- 
velopment may be brought about through the efforts of money 
brokers who mediate between lenders and borrowers. In the 
New York market, however, it has been provided for through 
the establishment of a “money desk” on the floor of the New 
York Stock Exchange, at which offers of and bids for money are 
received, and lenders and borrowers brought into contact with 
one another to the end that demand and supply may be 
equalized and that rates may be adjusted one to another. Evi- 
dently this kind of adjustment, aiming as it does at an equaliza- 
tion of demand and supply over very short periods, results in 
establishing a highly sensitive rate responsive to changes in die 
relationship between'demand and supply. 

As a matter of fact, the great bulk of the call loans made 
on the New York money market, the dominant money market 
in the country, are made at the rate fixed at the money desk 
of the New York Stock Exchange. Each morning at 1 1 a m. 
a “renewal rate” for call loans is determined by the Stock Clear- 
ing Corporation, based on expectations of what the supply of 
and demand for funds will be during the day. Any borrower or 
lender not satisfied with dus rate can call his loan and make 
a new loan in the market. During the day, brokers file applica- 
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tions for new loans at the money desk, while banks, through 
friendly brokers, turn in offers of money at various rates. When 
the supply of funds at one rate is exhausted, the rate rises. Con- 
versely, if the demand for funds can be satisfied out of offers 
made at a lower rate, the official rate declines Many loans may 
be arranged also on the ‘‘outside market,” that is, directly from 
banks or through money brokers off the floor of the exchange. 

Time Loans 

The market for time funds, consisting of collateral loans run- 
ning from 30 to 180 days, does not differ in any important re- 
spect from the call loan market. 

The trading takes place at the hands of the same group of 
dealers and operators, and the factors of demand and supply 
are much the same in both cases Differences m rates for the 
two types of loans are primarily due to the fact that borrowers 
themselves at times shift their demand from call to time funds 
and back again, according as the situation in the speculative 
field seems to indicate the probability of early changes in the 
call money rate. Trading in time funds is resorted to as prac- 
tically an insurance of a steady money supply at a given rate for 
a specified period; or, in other words, it may be viewed as a 
forward order for call money. It need not, therefore, be given 
any very extended treatment, so far as its technique goes, by 
students of the investment banking situation. 

There is one phase of the time money situation, however, 
which is worthy of special study. This is the function it per- 
forms in bridging the gap between call money and the shorter- 
term forms of investment paper. As a rule, the time money rate 
is higher than that for call money, and is intermediate between 
the call rate and the rate on short-teim investment paper. This 
intermediation is not of course permanent, for at times both 
the call and the time rate may temporarily be pushed consid- 
erably higher than the investment paper figure, as happened in 
1928 and 1929. But in normal times the lowest rate in the open 
market is usually that for call money; time funds are slightly 
above it, and short-term investment paper occupies a still higher 
stage in the general scale of rates prevailing at any time in the 
market. 
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Time loans become relatively unimportant when the rate 
moves up above 6 per cent lor any period of time, because such 
loans are not exempt from the usury law, which in New York 
State piovidcs for a maximum rate of 6 per cent on loans to 
individuals and partnerships, except in the case of call loans of 
more than $5,000 secured by collateral. In the case of a time 
loan, when more than 6 per cent is charged, the interest is not 
collectible at law. Hence, the volume of time loans declines 
sharply m periods of high interest rates, being made chiefly to 
first-class firms who would not, it is supposed, contest the pay- 
ment of interest under any circumstances. 

Security Loan Statistics 

An increasing interest came to be centered upon security 
loans in the middle ’twenties because of their rapid expansion 
and their importance for business and speculation. Regular sta- 
tistics began to be published. At the present time, the Federal 
Reserve Bank of New York furnishes weekly the total of loans 
made by the New York and Chicago reporting member banks 
for their own account and for out-of-town banks. These figures 
are issued Thursday afternoon for publication in the news- 
papers Friday morning. The New York Stock Exchange makes 
its own compilation of loans made to its members in New York 
City from all sources, and this appears shortly after die begin- 
ning of each month. Neither of the two statements is compre- 
hensive The weekly report of loans made by and through New 
York member banks does not include advances from other 
sources or those made to out-of-town brokers or dealers. The 
monthly statement of the New York Stock Exchange fails to 
include loans from whatever source made to others than mem- 
bers of the exchange. The quarterly statement of all member 
banks shows loans made by them to brokers and dealers in and 
outside New York City. 

In addition, weekly member bank reports furnish regular 
statistics of security loans to other borrowers. 

Collateral Loan. Restrictions 

During the security market boom of the late ’twenties, Amer- 
ican banking entered upon a peculiar phase that has already had 
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a profound effect upon banking legislation and national credit 
policy. (See Appendices III and IV.) 

Attracted by the desire to profit from the spectacular rise in 
prices then going on, hundreds ol thousands of persons all over 
the country began to borrow money with which to buy securi- 
ties on margin m one way or another .As a result, the money 
market was tapped to an unprecedented degiee to finance a se- 
curity maiket boom. The resulting expansion of security loans 
by the banks entailed a corresponding expansion in bank de- 
posits, since the latter rise pan passu with an increase in loans 
or investments for the banks of the country as a whole. Thus, 
a mass of bank deposits was created on the basis of senility 
loans, both to brokers and to other borrowers. 

The nature of this vast expansion in security loans may be 
noted by the changes that occurred in die volume of this type 
of credit outstanding during the last year of the boom. The 
distribution of all security loans in October, 1928, and October, 
1929, was as follows: 


October, iga8 

Bank loans to brokers and dealers $ 2,749,000,000 

Bank security loans to other customers. . . 6,375,000,000 

Loans to brokeis and dealers by others . . 3,701 ,000,000 


October, 1929 
$ 2,824,000,000 

7.875.000. 000 

6.416.000. 000 


Total of security loans $12,825,000,000 $17,115,000,000 

The unsound nature of a banking system in which deposits 
are created through security loans became apparent during 
the subsequent deflation period. It was then found that the de- 
cline in quotations created a "vicious spiral” of deflation, each 
material fall in security prices forcing liquidation of impaired 
bank loans and margin accounts, which depressed prices further 
and impaired additional collateral loans. The inflation and 
deflation of security loans during this period were more drastic 
by far than in the case of other types of loans, as shown by the 
chart on page 310. 

The outcome was a series of measures to prevent for the 
future such a drastic expansion in security loans as occurred 
during the late 'twenties. These measures are likely to prove 
one of the most effective and constructive of the banking 
changes of recent years. They include: 



Billions of Dollars 



Billions of Dollars 


of Young & Ott 
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1. Brokers’ loans by other than banking lenders, which are 
beyond the control of the Federal Reserve System and were 
largely responsible for setting at naught the restrictive tredit 
control policies of the 1928-1929 period, have been practically 
abolished by the Banking Act of 1933 and the Secuiities Ex- 
change Act of 1934. 

2. The Federal Reserve authorities can move to limit direct 
security loans by banks, under the Banking Act of 1933, by 
limiting the percentage ol a bank’s capital and surplus that 
may be loaned on securities, and by limiting rediscount privi- 
leges for banks that expand security loans after being asked 
not to do so. 

3. Most powerful of all, maximum loan values on registered 
securities may be fixed by the Board of Governors of the Fed- 
eral Reserve System. By fixing such loan values at a relatively 
low point, such as the 45 per cent limit set in 1936, a powerful 
obstacle to the expansion of security loans can be intei posed. 

If properly used, there is reason to believe that these meas- 
ures, taken together, can be used effectively to check any undue 
expansion in security loans by the banking system in the future. 

Other Sections of the Money Market 

Special attention has been given to the collateral loan sections 
of the money market, because of their intimate bearing on the 
investment banking business. 

The rate on short-term government securities reflects the 
price of the highest grade of credit in the market. However, 
treasury bills are so largely dealt in by the Federal Reserve 
Banks that the rate is usually highly artificial 

The bankers’ acceptance, used in foreign trade financing, 
also represents a very safe and sometimes liquid instrument 
when properly used. The rate on bankers’ acceptances, too, does 
not accurately reflect the state of the money market because of 
sporadic Federal Reserve buying. Today the volume of ac- 
ceptances, like the volume of other commercial paper, has fallen 
off greatly from the level of almost $2,000,000,000 outstanding 
early in the decade. However, a large part of the acceptances 
which the Federal Reserve Banks bought in the ’twenties were 
virtually investment paper issued on a renewal basis at a time 
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w hen it was e.isiei to get accommodations from the banks than 
hom the investment market The fact that a good deal ol such 
papei has disappeared today meiely means that tins loundabout 
way ol obtaining investment hinds is no longei thought neces- 

Commercial papei, as broadly used, signifies obligations of 
commeiual borrowt is who obtain funds in one way or anothei 
hom the banking community oil short teim Thus, sttaight cus- 
tomeis' notes held by a bank ale fiequenily itferied to lather 
loosely as tommeicial papei In a naiiowei aiid more profes- 
sional sense, it implies papei which is sold in blocks to dealeis 
loi the puipose of piovnhng woikmg capital foi enteiprises 
which do not cue to bonow from then local banks, 01 who 
piefer to get at least a part of theu lequirements without le- 
couise to them The volume of open-market commcicial papei 
outstanding fell sharply after the eaily ’twenties, as other meth- 
ods of shoit-teim financing by business came to be prefen ed 

Fedeial Reseive Bank ciedit constitutes the basis for the 
olhei types of credit just reviewed Bank loans and investments 
of whatever type bung about a coiresponding expansion m de- 
posits foi die banks of die counuy These deposits involve cei- 
tain legal reserve requirements winch, for membei banks, con- 
sist of deposits of then own widi the Federal Reseive Banks 
At this wilting, member banks in centtal leserve cities must 
keep 1914 per cent, in leserve cities 15 per cent, and 111 olhei 
localities loi/J pel cent, of theu demand deposits m the foim 
ol a deposit with the Federal Reserve, while on time deposits 
a flat 41/5 pet cent u leqmred These peiccntages aie 50 pel 
cent higher than those prevailing befoie August 15, igy6 

A fuller discussion of Reseive Bank credit is piesented in 
the following chapter on investment credit control 

Some International Aspects 

The international aspects of money maikets deserve com- 
ment at dm point. There was a stiong tendency to interna- 
tionalize money and capital markets in the post-war decade, 
so that the chief centers which had been separated one from an- 
other now tended to become in a leal sense sections of one 
international market Seveial factors tended to bung about 
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Chapter XII 

INVESTMENT CREDIT CONTROL 


Need for Investment Credit Control 

In the pieceding clupteis, the flow o£ funds into die capital 
market has been consideied The lelation of the money to the 
capital maiket and the effect of the phenomenon of speculation 

upon bodi have also been taken up The process has been re- 

gat ded as laigely automatic and determined by the institutional 
environment However, efforts have been made to comrol the 

capital maiket lluough oigam/ed intervention, and it is to 

those efforts that the piesent chapter is devoted 
From eaily days, the need foi some agency foi contiolling 
banking activity has been felt. This need lias grown steadily 
with the increasing size and complexity of the banking sys- 
tems ot the leading countries of the world Since, as has been 
seen, the money and capital markets are closely 1 elated in a 
number of ways, and to an increasing degree in recent years, 
control of commercial banking necessarily implies investment 
banking tonti ol as well 

Conti ol has been found necessaiy to assure the ultimate 
soundness and stability of the a edit structure, and, by the same 
token, of economic conditions geneially It may be exercised m 
a variety of ways. The usual method is the establishment of a 
central bank under government auspices, which operates not 
for its own profit primarily, but foi the puipose of keeping 
the credit stiucture of the counby on a sound basis In modern 

central banking piacticc, this has been done through operations 

in the money maiket which the central bank, with its great re- 

souices, is able to cany out on a scale sufficiently large to affect 

the entire banking and business stiucture 
The chief concern of the central banks, like the Bank of 
England, the Bank of Fiance and the Federal Reserve Banks, 
was formerly the money maiket, the organization of which has 






evitably affect tiie capital markeL as well, for, as was shown in 
Chapter XI, one ol the pnme functions exeicised by the money 
market is the legulation of the supply of capital which floss’s 
into the secunties maikel and into speculation Changes in (he 
money market altvays affect the flow of funds into investment 
and speculation, and hence the activity of the agency which 
conuols the one will affect the othei Conversely, no agency 
controlling the money maiket can affotd to close its eyes to 
the condition of the capital maikets Again and again in the 
past, excessive activity in the capital market, tlnough cither 
unwanantedly large new capital issues or widespread specula- 
tion m stocks, has tightened the money market, and, by ci eating 
an unbalanced expansion of bank credit, has compelled coirec- 
tive measuies on the pait of the banking authorities 
In lecent years, central banks have come to depend increas- 
ingly upon open maiket opeiations in the exeicise ol then 
contiol policies These affect the capital maiket moie directly 
by influencing puces of lugh-giade bonds 
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laws was usually nothing moie than the seeming of publicity 
concerning the lacts lelating to new investment offeungs, and 
the assuiante that pi emotion and sellmg opeiations were being 
earned on honestly and by entei puses whose dnectois 01 man- 
ageis were known to be lehable men of good lcputation The 
abuses which developed dunng the decade 19*0-191)0 how- 
evei, culminating as they did m a panic of the fust oidei of 
severity, led to a widespread demand foi the installation of 
means of eontiolling moie directly the use of investment ciedit 
and the application of such credit to industry, as well as for 
the control of stock exchange nading in secuuties of all classes 
A compiehensive system of fedeial secunty legislation was 
the outcome Also, the Fedeial Reserve authouties laigely ex- 
tended then intei esl m security market conditions m connec- 
tion with the formulation of a edit policies 


Types of Control 

Control ovei ciedit may be essentially cithei quantitative 01 
qualitative It may seek to tegulale the total volume of credit 
sought, 01 deteimine the type of boirowei who shall get the 
ciedit available In central banking piactice, both types of con- 
trol aie exercised Tlnough manipulation of the lediscounl 
late, tlnough pui chases and sales of bankers’ acceptances and 
through snnilai opeiations in government secuuties, the cential 







to special circumstances, the government usually intervenes, 
as it did during the war when the Capital Issues Committee was 
established to give financing of war needs priority ovei other 
capital flotations, by requiring preliminary approval of all new 
flotations by this body 

Control of the capital market on a qualitative basis through 
discrimination between investment and speculative activity has 
been attempted in the past Federal Reserve authorities have 
sought to withhold the use of shoit-teim funds lot the puipose 
of carrying stocks for a rise in puce, especially m the form of 
bickers' loans At the same time, they have expiessed them- 
selves as unwilling to inteifeie with the flow of ciedit into 
mdustiy through the issuance and sale of investment sec unties 

A qualitative distinction between investment and speculative 
security loans is extiemely difficult to make because of the 
impossibility of distinguishing between these two types of trans- 
actions from the point of view of the capital maiket as a whole, 
as will be seen in a subsequent chapter. It is there concluded 
that the major distinction bom the market point of view is the 






fleeted by the volume of new secuuty offeiings, is small, bond 
puces tend to tise This use in prices encourages investois to 
hasten their puichases, and a certain amount of speculative 
buying for the rise enters the market to expand fuithei its 
powei to absoib new secunties On the other hand, declining 
bond puces, from whatever cause, discourage buyers and thus 
tend to slow up the flosv of investment capital, and at times to 
halt it piaclically entuely, 

Any tightening of the money maiket will affect the capital 
market only in so far as it mci eases the supply of investment 
securities in the market and thus adversely affects the pi ice 
level. Let us assume, for example, that, as a result oi rapidly 
expanding business activity and a resulting expansion of com- 
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m>veinmcnt bonds and Ji a, 000,000,000 ol olliei securities, 
mainly cotpoiate bonds These holdings were matenally le- 
duced thiough liquidation dining the subsequent months when 
mtei est lates lose shaiply The comma cial banks hold these 
secumies in then poitfolios only so long as they give a huger 
1 etui 11 than can be seemed fiom other souiccs, leseive position, 
liquidity and maiketability being considci ed When higher 
lates aie available elsewheie, and especially when they need 
lunds because of a tightening of the money mai ket by the action 
ol the leseive banks, the commercial banks sell securities if they 
can do so without too gieat price depieciation This ina eases 
the supply of bonds m the market, and has an adveise effect on 
then puces. Bank buying and selling have become fai moie 1m- 
pouant than ever befoie in the past few yeais, when bank le- 
soiutcs have been fai moie heavily invested in bonds 
When commeicial banks invest 111 bonds, the effect is diffci- 
ent fiom that which follows individual investment in secutities 
111 one essential lespect, in that additional deposit ciedtt is 
llicieby acated on the books of the banks 
This point is of the fiist importance in undemanding the 
opeiation of the credit system It can be tleaily undei stood 
only if we distinguish the operation of a single bank from that 
of the banking system as a svhole An individual bank makes 
loans ot investments out of its leseives, which air incicased 
through the leceipt of additional deposits For the banking sys- 
tem as a svhole, hosvevct, the making ot nesv loans 01 invest- 
ments by individual institutions bungs about a corresponding 






Foimcily highci money lates caused ceitam investors lo shift 
ftom the capital to the money markets because of the lughei 
tetuin obtainable m tlie lattei. Thus, m the latter part of 1988, 
when call money tates above 7 pel cent frequently tilled, insti- 
tutional and individual investors sold bonds giving returns 111 
many instances of 5 pel cent or less, and instead put out the 
pioceeds in the call market Thus, the supply of bonds in the 
maiket was inci cased and puces dropped This piotess was 
greatly extended during the following year, when the call money 
late readied 20 per cent Lending by non-banking lenders on 
call has since been piohibited. 

Conversely, low shoit-term money rates tend to expand the 
demand for investment securities fiom banks and investors, 
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tempted m turn to entei the market by declining iates On 
the otliei hand, adverse conditions in the market cause invest- 
ment bankers to ducoinage would-be borroweis fiom entering 
the matket, and to hold up as long as possible issues which 
they do take on Theiefoie, when a use o£ substantial piopoi- 
tions m money lates takes place, lesulting in depressed condi- 
tions in the bond market, thete is an immediate tendency for 
tile supply o£ new issues to decline and tor the flow of funds 
into investment channels to be teduced 

High money rates, theiefoie, tend to cause a condition of in- 

digestion in the bond market The maikeL being oversupplied 
with bonds, investment banking houses tend to accumulate, 
against their will, inventoiics of both old and new issues, which 
they find they cannot sell rapidly enough The accumulation 
of unsold securities discouiages new issues and interteies with 
the regular functioning of the investment banking mechanism 
The Secuuties and Exchange Commission has urged the de- 
sirability of publishing tegular statistics on aggregate inven- 
tories of unsold securities of nesv issues in process of distribu- 
tion 

The mannei in which the use in money rates affected bond 
prices and the volume of new security issues during igs8, a yeai 
in which short-term money rates lose, is shown in the folloumg 
table 
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Conti ol o£ the supply of investment capital which ceni 
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:count of otheis than banka, which leached a total of seven al 

ill ion dollais befoie the panic 


Dntrol Over Interest Kates 
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balanced international economic and financial conditions, mcm- 
bei banks o£ the Federal Reseivc System were given some 
ft-), 000,000,000 of excess leseives, ovei and above their legal 
leqnnemenls As a lesult, shotl-tcim inteiest lates were dnven 
down toward the vanishing point, long-term interest isles 
diopped to unpiccedentedly low levels, and a redistribution ot 
the national income was brought about, in effect, through thus 
aiufuially 1 educing the sliaie that goes to die owner o£ capital 
invested in bonds in the ioim of mteicst As the fall in bond 
yields tends to leduce the aieiagc yields of picfened and com- 
mon stocks as well, the effect was to leduce the share of the 
national income going to the owneis ot capital generally 

Control by Investment Houses 
A state of indigestion m the bond market can also be brought 
about through failure of issue houses to keep down the volume 
of new offerings to a figure which the maikel can absoib, le- 
gaicllcss ot what the lelative st/e of die demand may happen to 
be No mattei whether the demand be small or laige, if the 
stieam of new offerings is excessive in iclation to that demand, 
the market will soon be butdened by an excess supply of invest- 
ment sccuiities, bunging about a general decline in prices 
Such a condition developed, for example, in the summer of 
1997, at a lime when the money market was abnormally low, 
as a result of the efforts or the reserve banks to aid Emopean 
financial rehabilitation by encouraging the (low of funds abroad. 
The bond market was in good condition, but investment 
banking houses sought to take excessive advantage of it by 
putung out Loo many individual issues, often too highly priced 
Befoic long they found themselves in the position of being 
unable to distribute them to investors, and they were left 
"holding llie bag ” In order to cut down the lapidly accumu- 
lating stocks of unsold bonds, they had to offer them below 
the onginal piice When they had cut the price of the new 
issues and sharply reduced the volume of new offerings I01 
about three months, the maiket quickly corrected itself and 
laige-scale financing was resumed on a sound basis 
At such periods of congestion, brought about by unintelligent 
multiplication of offerings, the need for some cooperative action 
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“stagger plan” £01 new bond offerings, which would permit 
timing of new offerings in a more ordeily fashion, thus giving 
the investment houses themselves control ovei the supply of 
new setuntics, and theiefoie, to some extent, ovei the volume 
of investment a edit currently made available Central banks 
in some countries since the depiession have sought to eseicise 
this type of control also by consultation with issue houses 


Efforts to conti ol the volume ol investment credit sought by 
issueis of secunties thiough governmental agencies took place 
first during war time The aim of the government in such times 
is to mobilize the financial lesouices of the countiy foi wai 
purposes, and, as far as feasible, available funds in the maiket 
must be diveited into government bonds to assure an adequate 
supply of purchasing power for the government Hence, except 
in so far as capital issues are made for the benefit of allies oi 
ai e to foster war industries, they are distinctly discouraged 9 
Government control, as desciibed above, may be qualitative 
as well as quantitative During the World War, the authorities 
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impou of capital by establishing in 19*4 a cential buieau Lo 
appiove befoie issuance all government and municipal loans 
pioposed 


Control of Speculation 

The pioblem of contiol of investment ciedit is inseparably 
connected with the contiol of speculation in aheady outstanding 
securities, especially on the exchanges Speculation, if earned 
on moderately, may broaden the market foi new bond issues 
thiough inci easing buying power in the hands of secunty 
buycis When extensive enough, liowevei, it may lesult m a 
shaip decline in the demand for bonds and a general lush lo 
buy speculative secuiiues — above all, common stocks In times 






At die same time, through its control ot the money market, 
the leseive system was so placed that it could discourage specu- 
lation to some degree The law was originally designed to 
seive only the "legitimate” needs o£ business and agriculture, 
and it specifically stated that no papei "covering merely in- 
vestments or issued or drawn for the purpose of cairying or 
uading in stocks, bonds or other investment securities, except 
bonds and notes of the government of the United States," shall 
have the pnviloge of lediscount The fact is, however, that if 
the banks desiie additional credit to finance speculation, they 
can get it by turning over their commercial paper, government 
securities or acceptances to the rescive banks and using the 
ci edit so obtained tor speculative purposes, if the Reserve au- 
thorities do not object 


These expectations ot a edit control weie long believed well 
wan anted Indeed, theie were many who were of the opinion 
at the time the Reserve Act was adopted that it would operate 





the leseive banks through these operations is entirely different 
from credit provided by member banks Reserve bank ciedit 
permits membei banks to increase then leserves by equivalent 
amount When a member bank rediscounts K 1,000,000 of its 
obligations, secured by government paper, it gets a ciedit bal- 
ance on the books of its leserve banks of that amount This 
credit is notmally utilized as soon as possible by making a loan 
or investment fot an amount loughly equivalent The pioceeds 
of a loan so made aie largely withdiawn by the borrowei and 
paid over to his creditois, who deposit the sums as received 
in their respective banks The $1,000,000 of leseive ciedit is 
thus transferred in large part to othei banks Each bank le- 
ceiving these deposits gets pait of the reserve credit originated 
by the $1,000,000 rediscount, and can use it as a basis for more 








gate patt o£ the gold teserve of the countiy into a special fund 
apart from the central bank, such as the Exchange Stabilization 
Fund that was set up in the United States by the Gold Rescue 
Act of 1934 Thud and most significant ol all is the powci to 
change legal teseive requuements given to the Boaid of Gov- 
ernors of the Federal Reset ve System by the Banking Act ot 
1935 This latter powet aims at the heait of the pioblem ol 
quantitative credit conti ol, m that it pennits duect manipula- 
tion of the volume ot leserves that membei banks possess In 
addition, the relationship between bank tesetves and potential 
member bank deposit expansion is changed also. Thus, befoie 
August 13, 1936, $100,000,000 of excess leseives could noimally 
be counted upon to support moie than a tenfold expansion of 
membei bank a edit foi the banking system as a whole Altci 
that date, when a 50 per cent use in legal reserve requuements 
became effective, the same amount of suiplus reseives could 
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at will thiough depositing poitions ol tins Fund with the le- 
seive brnks and spending the pioceeds Similaily, the Silvei 
Purchase Act o£ 1934 gave the Tieasuiy a laige silver seign- 
loiage which could be used to expand member bank lesetves 
m the same way Also, by shifting its own cash balances from 
membei banks to leseive banks and back again, the Treasury 
could influence membei bank leseives within more nanow 
limits Finally, when it mcms heavy deficits, the Treasmy in- 
fluences reserve policy mduectly, since central banks are tradi- 
tionally sensitive to the needs o£ the government in the 
(cumulation o£ their policies By financing such deficits through 
the sale of government bonds U> the banks, fuithermoie, the 
Tieasuiy can make ccitam that excess leserve will actually be 
used as the basis lot credit expansion, foi bank puichases of 
its bonds cause a cortesponding expansion of deposits 
Also, undci Regulations "T” and “U” of the Reserve Boaid, 
as we have seen, margin lequirements on security loans are 
today not only those that would be exacted by conseivative 
biokeis and dealers, but are designed to prevent any sharp 
mciease m their volume. At the same time, in declining mar- 
kets, they can be loweied and thus some encouragement can be 
given to speculative purchasing on the decline 

Recent History of the Federal Reserve Policy 
That investment as well as commetcial credit has largely in- 
fluenced Federal Reseive policy, and at times been a domi- 
nant factoi in shaping it, is readily revealed by a survey of out- 
standing developments in leccnt Fedeial Reserve history In 
the summer o£ 19*7, the leserve banks bought seveial hundied 
million dollars o£ government secuntics in the open market 
and leduced rediscount rates. This was done in conjunction 
with Euiopean cenlial banks, which lesoited to easy-money 
policies at the lime, seeking to prevent an incipient woild- 
wide business depression and deflation o£ commodity puces, 
which they corieclly fell to be in the offing as a sequel to the 
maladjusted international economic situation left by the ab- 
surd arrangements set up by the tieaties of peace that followed 
the World Wai and the widespread internal and international 
credit inflation of the post-war period. 

These easy money measuies, as some foresaw, led to a wave 










Without attempting to decide this conttovettcd question, we 
may safely say that the machmety of llio Fedetal Reserve Sys- 
tem ptovided £m the putpose of controlling the supply of 
credit has never woihed cithet ptompUy 01 efficiently Vatious 
conflicting intei cats have constantly sought to employ it fot 
ulteiiot put poses, no doubt honestly, and theie has been .is 
constantly a reluctance to have it employed at all 

The success of the elaborate safeguards lately enacted into 
law must, aftei all, depend upon the exeicise of a wise and 
deliberate judgment by some authoritative body That body 
never has been supplied by the banking community itself, and 
the governmental mechanism that has been organized has been 
less, lather than mote, successful than that furnished by the 
banks The pioblem of judicious measuiement and appoition- 
ment of ciedil thus lemains an unsettled one m Amencan com- 
meicial and investment banking 

Loans for the Account of Others 

When the reset ve banks sought to cuitail speculation m the 
spring of igs8, the New Yoik mcmbei banks weic induced to 
induce their loans to biokeis shaiply To make peace with the 
Reserve System, they cut such loans by about 35 per cent within 
a few months 

The rate on call money lose peipendicularly in lesponse to 
these withdrawals But the expected xesult of reducing the 
total was not accomplished Instead, large amounts of credit 
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Types of Securities 

Modem finance has evolved two ladically diffcient types of 
seam ties to lepiesent conttol over capital The older form is 
the piomise to lepay a hied sum of money, with periodic m- 
teiest payments, and is typified by the bond The other, which, 
with the gtowth of coipoiate ente rpiise, has become of the first 
impoitance, is the share of stock, which lepresents duect owner- 
ship of a fractional equity in a business entei prise 

These two gieat types of secunties — bonds or evidences of 
debt, and slocks 01 evidences of propnetoiship — have under- 
gone numeious vauations as the complexity ol modem busi- 
ness and the capital maiket have created new needs and new 
methods of attiacting investors' funds The great bulk of se- 
cui dies have to be sold at one time 01 another, creating a mei- 
chandising problem which has a gieat influence on the form of 
secunty adopted Governments, coiporations and bankers are all 
inteiested in lcducing to a minimum "sales resistance” in the 
distribution of their securities to investors, and as a result, they 
aie usually quite ready to alter the foim of the secunty if this 
will mean lowei selling costs and a smaller promised leturn to 
the buyei Hence the numeious variations which have been 
played in modem finance on the two major themes of stocks 
and bonds 

The bond, originally meiely an evidence of an obligation 
to pay a sum of money and inteiest for its use, has developed 
a numbei of special featuies First, it has been given a hen 
on specific piopeily in many cases, in order to enhance its 
supcnoi claim to the assets of the obligor in event of default 
as against othei claimants This aeales the mortgage bond 
Secondly, numeious instances aiose wheic the bond has been 
made moie attractive through the gianung of couveision pnvi- 
339 
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have been similaily restricted in most stales, except wheic the 
deed ol mist piovided otheiwise What, then, aie die advan- 
tages of bonds that gave them such a high place in the field of 
investment? 

The basic advantage of die bond is its superior relative claim 
to the assets and the earnings of an enteipnsc The bond has, 
fust, a pnoi claim on the income of the obligor, so diat, ll any- 
one is to suffer fiom l educed earning powei , die slockholdei 
first toiegoes his income In the second place, the bondhold- 
ers claim to a lcgulai letnm is a compulsoiy one, except m 
the case of the income bond If earning powei disappeais tem- 
poiaiily, the bondholdei is piolected nevertheless, for he has 
the powei to put the roipoiation into leceiveiship A third 
advantage of the bondholdei is his pnoi claim to the assets 
of the corporation in case of leceiveiship, so that he can take 
over conltol of the enthe propeity and rule out die mleiests 
of stockholdeis if necessary m oidei to secuie Ins inteiest and 
principal 

In point of fact, a corporation issuing bonds strikes a bar- 
gain whereby, in lctuin for a pnoi claim to earnings and 
assets, money is laisecl lor long periods on a promise to pay only 
a limited return A fixed late of income is piomised the bond- 
holders, and the ditectois, acting foi the stockholders whom 
they represent, then strive to earn a largei return on the capital 
thus obtained, the income ovei and above bond interest going to 
the stockholdeis 

A final gcneial advantage of well-secuied bonds is that they 
do not enter actively into speculation as a lule As a lesult, 
exaggerated puce movements aie avoided, and a faiily stable 
maikel usually exists foi the investor, should he seek to dis- 
pose of his commitment 

The Changing Value of Money 

The outcome of this bargain between bondholdei and slotk- 
holclci, whcicby bonds aie issued with a fixed pioraise to pay 
inteiest peuodically and the piinupal on maturity, is vitally 
affected by factors not known at the ume the baigain is first 
made One of the most impoitant of these is a change in the 
value of money 
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psychological attitude of the investor will not be influenced by 
puce movements as such to any significant extent 
Rising and tailing commodity prices may influence bond 
puces so that they often move togelhei m the fashion noted 
by Van Stium in his statistical study Rising puces mean largei 
piofits, expanding business, and a gieatei demand for capital 
This lesults in bond prices going lower and yields using 
Furthermore, high pi ices oflen correspond with svai periods 
when heavy government financing tends to taise bond prices 
and depress bond yields On the othei hand, falling com- 
modity prices often bring business depression, a suiplus of 
capital awaiting investment, higher bond prices, and lower 
yields Changes in the demand for capital because of venations 
in business piofits, lather than omniscience on the part of capi- 
talists m detei mining the late of return they want, cause bond 
prices often to follow in then movements the level of com- 
modity puces Moreover, business piospenty influences peo- 
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the bondholdci impioves at the expense of the stockholder 
particulaily where dcfaulL does not occur 



devaluation in vauous countries had been accompanied by 
sh.il ply using commodity prices The extreme case ol the kind 
oc< uned m Geimany, wlieie commodity prices rose to fan- 
tastic levels and the old mark was finally stabilized on the basis 
of *3 tnllion per dollat Hence, when Gieat Britain abandoned 
the gold standaid in 1931 and the United States followed suit 
m the spring of 1933, a similai use m commodity prices and 
consequent sliaip decline in die pui chasing power of the dollar 
were feared here To mveslois, this indicated the wisdom of a 
flight tiom fixed-income secuuties into equities 


However, dunng the post-war yeais in Europe an artificial 
shoitagc of commodities existed which accounted foi the man- 
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Stocks and Corporate Financial Policy 
The lelative position of slockholdeis in the long lun u fui- 
thei benefited by the coipoiate policy prnsued by numeious 
Atnetican enleiptises It has long been customaiy foi coipoia- 
tions in this countiy to pay out only a poition of then earnings 
as dividends, letauung die lest in a smplus account from which 
plant extensions and impiovements ale financed The rapid 
growth of the country has constantly piovided oppoitumties 
for profitable investment of much of this capital If such re- 
tained earnings are teally piofitably invested each year, the 
value of the equity thus tends to mciease at the same rate as a 
sum of money placed at compound interest, hence Edgat Law- 
lence Smith concluded diat "over a period of years, die princi- 
pal value of a well-diversified holding of the common stocks 






Past Experience and the Future 
In this last statement of Professor Fishei's, the experience 
of the post-war decade is teisely summarized Statistical studies 
earned down to the end of the third decade of the twentieth 
centuiy have shown that stocks were almost consistently under- 
valued and bonds laigely over-valued The upward movement 
of commodity prices, die rapid giowth of the wealth and enter- 
piise of the country, the attitude of investors — all tended to 
favor stockholdels, and the maiket seldom appeared to appreci- 
ate the fact fully dui mg this peuod 
But m applying the lessons of the past to the futuie, it is 
necessary to exeicise caution Tills was proved duung the peuod 
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value o£ coipoiate equities in the future, as in the past, will 
tend to mciease at a rate similar to a compound inlet est curve 
because of leinvested earnings This question cannol be an- 
swered with the same degree of confidence which would have 
been possible years ago Seveial of our basic industries, sucJi as 
the railioads and steel manufacturing, show signs of overde- 
veloped capacity; and during the depression, few companies 
have found it possible to reinvest theu sutplus earnings piofit- 
ably In fact, this is merely one by-pioduct of the fact that the 
country as a whole has changed into a ciechtoi nation We aie 
pioducmg more free capital annually than we can ourselves con- 
sume, and many individual coipoiations find themselves with 
a surplus of cash on hand which they cannot piofitably em- 
ploy The tax on undistributed corporate earnings will also 
have the effect of discouraging continuous expansion of cor- 
porate surpluses 

In Europe, it n customary foi large coiporalionj to pay out 
their entire earnings, after ceitain specified reserves, as divi- 
dends In this country, wheic opportunities foi piofitably in- 
vesting additional sums of money annually have been widely 
available, a different coipoiate policy has been pievalent But 
m the future it appears likely that an increasing number of 
American coiporations will have to adopt the piaclice of paying 
out practically all of their income as dividends. The lesult svill 
be a less rapid increase in the value of equities, and the com- 
pound intei est curve may no longer apply lo the movement of 
an average of stock prices, as it did dunng the fust thiee dec- 
ades of the century svheu many of the great American industrial 
combinations first made their appeal ance and enjoyed a period 
of rapid giosvth 

A third factor svhich must be kept in mind regal ding the 
relative position of stocks and bonds in the future is the possi- 
ble change in the accuracy with which investois value the ad- 
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who have bought common stotks foi investment m the past 
ha\e found this a \eiy costly move 
Hence, while the expeiiente of the past wains that the meats 
of common stocks as investments may at tunes be Undei -valued, 
m the future the mvestoi should usceztam in self-piotection 
tliat he is not paying too much foi equities pm chased 

The Time Hazard in Stock Purchases 
Owing to the marked cyclical movements in stock puces, 
as svell as the influence of speculation as descubed in Chapter 
XIV, there are times svhen the genet al body of stocks is at a 
level so high that the mvestoi stands to lose a substantial pait of 
his puncipal by puichasing then Some students of the subject 
have tended to minimize this danger through excessive emphasis 
upon the secular tieud of stock puces In a study of stock 
prices over the period fiom 1837 to 'll**' Edgai Lasvrence 
Smith, who has aheady been quoted, found that "in buying a 
well diversified gtoup of lepiesentalive common slocks in essen- 
tial mdustues, our chances of coming out even, or of making a 
profit in principal values, ate Within 1 year, 76 111 100, 2 
years, 87 in 100, 4 years, 94 in 100 ”* Generalizations of this 
kind became absuid in the light of the expei tence of the depres- 
sion and deflation peuod duting the eaily 'thirties 
This kind of study has but little value as a guide foi futuie 
action, In the first place, aveiage prices are taken, which elimi- 
nate the greatest bulges It is ttue that if stocks aie bought at 
the average pi ices of the cunent year, foi example, any de- 
cline which may take place will probably be legamed at some 
time over a peuod of yeais It is not as likely that the highest 
prices of the year will be seen again within the neai futute, 
however In the second place, tins study shifts ftom one gioup 
of stocks to another in a way that an investor seldom does, The 
list 15 changed three times' in 1880, 189a, and iqoi In the 
piocess of industrial change, new concerns come forwaid and 
earn large profits, whUe the old ones decline or move forwaid 
at a much slower late. By shifting from one group to anothei, 
it is possible to avoid loss, but this lequues consideiable vision. 
Finally, the fundamental fact lemains that basic economic con- 
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ditions have changed in this countiy, and therefore conditions 
sunoundmg common stock investment in the lutrne may not be 
as lavoiable as they have been in the past As a lesult, it may 
be mcieasingly dilhcult foi a list o£ diversified stocks bought 
at a peiiod o£ peak puces qmckly to legain losses caused by a 
suosequent decline in the maiket The time hazaid has become 
more impoitant Cyclical movements are more significant, and 
seculai swings less so than in an earlier stage of our economic 
evolution 

In the past, the giosvth of tills countiy and its chief corpora- 
tions was so phenomenal as to make reckless stock speculation 
vciy profitable at tunes But this is no leason to believe that 
the same policy can be followed in the fuluie svith impunity, 
any moie than that the piuniuve but, on the whole, successful 
fanning of the pioneer can still be followed by the farmer today, 
whose pioduce competes on the woild market with that of 
cheapei lands elsewheit The lailroads today, under stress of 
motoi vehicle competition aud ngid federal legulauon, cannot 
afford to suppoit the lechless expansion and speculative manip- 
ulation of the old Erie days, when the inevitably rapid giowth 
of traffic could be counted upon to make up m the future for 
die sms of the present In the same way, an incieasing num- 
ber of other industries face a slosvei rate of growth, or an 
actual decline, making the seculai mciease m equity values 
much slower and thus incieasing the danger diat payment of 
an unwarranted high price foi a given stock, based on the 
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institutions only m so far as they furnish a safe and leasonably 
luciative investment medium II the bondholdei faies as badly 
as is claimed, then surely the savings bank depositor and the 
holdei of a life msmance policy deseive equal sympathy It 
is necessaiy foi some pmposes to look beyond the institution 
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fixed-inteiest-beanng obligations mopped up available supplies 
on the maiket As a lesult, duung the great refunding eia 
ol 1935-1957. many bonds of quite limited investment menl 
could be sold at yields of 4 per cent and less, foinieily typical 
of the best giade of obligations, especially when conveision or 
stock pui chase options aie not attached The shortage ol bonds 
suitable for institutional investment constitutes an additional 
poweiful argument foi making legal lestnctions on invest- 

ments of financial institutions mole flexible, so that, when 
necessaiy, lnghei glades of stocks can be utilized for this pur- 
pose to supplement an inadequate bond supply 


Preferred Stocks 

The discussion thus fai has been concerned with the chai- 

actenstic features of common stocks and bonds when these types 

of secuuttes aie found in then oiigmal and typical foims How- 
ever, special intermediate types of secunties exist which pai- 
take of the natuie of one or both of these forms, while having 
certain special characteiisnrs The eailiest foim of special se- 
curity is the pieferred stock 

As prefeired stocks constitute a large gioup of secunties, 
then position is naturally a matter of impoitance Essentially, 
a piefened stock is like a bond, if its legal features be ignoied 
Unless it has participating, convertible, or other rights to a 
laiger return than the stated piefeiential rate of dividend pay- 
ments, it is a fixed-income security adversely affected by de- 
clines in the pui chasing powei of money and not benefiting 
from the piling up of equities thiough the corporate suiplus 

The situation is different, of couise, wheie the company is 
not in a strong cash position and where the prefened stock 
sells down to a relatively low level on account of uncertainty 
over dividend payments In such circumstances, piefened slocks 
will move much as common slocks will, especially if dividends 
aie cumulative and thus pile up when not paid Thus, depend- 
ing on the earning powei of a corporation and its capitalization, 
pieferred stocks vaiy m character fiom wcll-secuied senior se- 
em 1 ties of large companies to non-dividend-paying stocks with 
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A statistical study o£ the past record o£ pretened stocks has 
been made to deieimme then market puce peiioimance, which 
resulted in the following conclusion 

It appeals that preferred stocks aie a bettet investment than com- 
mon stocks about as often as the opposite is uue* when puichase is 
made fot one ycai only. But it also appeals that, when the line of 
common stocks swings above, it goes considerably farthei above the 
line of piefericd stocks than it goes below this line in the yeais 
when it swings below That is to say, when the common stocks aie 
bettei. Uien supeuonty is quite maiked When the piefened stocks 
are bettei, then supcnoiity is much less in amount 8 

Hybrid Securities 

The investment banking business, like any othei, seeks to 
please the fancies ol the public in Older to stimulate its patron- 
age In the case o£ securities, this can often be effectively done 
by attaching to a bond or preferred stock which holds out to 
the tnvestoi safety of principal and regularity of income, in- 
dnecl paiticipation in the owneishtp of the company 

Five impoilant ways ol doing this have been devised The 
oldest and most common, until recently, was the conveitible 
bond, which peimits the bondholder to turn in his security and 
get stock in exchange at a fixed rate of conveision A second 
method for accomplishing the same result is the giving of shares 
of stock as a bonus with the bonds 01 piefened stock, a method 
which had its heyday in the period of the early Tailioad pro- 
motions when the bonds covered the cost of the properly and 
the slock was given away free to repiesent the good will Suange 
to say, this scheme was levived in floating a number of invest- 
ment trusts A third method is the granting of option wai rants 
to holdeis of bonds and piefened stock, which peimil them 

to buy stock at specified prices Foui Lilly, the practice is not 

uncommon of selling blocks of bonds or preferred stocks with 
common shares, at a fixed price foi the package. Thus, two 
shares of piefened stock may be sold with one share of common 

at a fixed puce foi the thice, and the invesloi is given no choice 

* Jackson, James Roy, "Common and l’rcfarcd Stocks as Investments,” Journal 
of Business oj the Vnmuity of Chicago, vol i, pp 891 329 





m selling bonds or preferred stocks, price stability and yield 
then being the prime consideration 

The conveihble bond oi the bond with option or common 
stock attached u from many points of view the ideal secunty 
It seems to protect the investor both ways If the company is 
successful and conditions me favorable, the bondholder shares 
in the prosperity through conveision or pui chase of stock be- 
losv the maiket prices On the othei hand, should the value 
of the common stock decline sharply, it is altogethei unlikely 
that the bond or preferred stock, with prior claims to earnings 
and assets, would suffer neatly as much 
However, the investor must be careful not to pay too much 
for such participation m the future prosperity ol the entei- 
pnse There are many cases on lecord ill which the conversion 
or wan ant feature meiely concealed the innate weakness of a 
bond Wheie the intrinsic investment secunty is weak, the m- 
vestoi should not be tempted to purchase an issue merely be- 




Journal of Batmen of the Umeeisity 
*91-3*3 

Rose, Dwigiu C , PiaUical Application to J 
New Yolk, 1931 

Rosl, Dwigiu C , Investment Management 





Chapter XIV 

SPECULATION AND MANIPULATION 


Investment vs Speculation 

Few economic concepts hate been subject to so much con- 
tused thinking as speculation Much of this confusion arises 
fiom the fact that what constitutes speculation horn the point of 
view of tile individual does not necessarily affect the capital 
market as a whole in a way different fiom any oidinaiy in- 
vestment In this cliaptei, an effort is made to distinguish caie- 
fully between these two aspects of the teim, and to hace in de- 
tail the precise effects individual speculation has on secutity 
puce movements 

Fiom the social standpoint, 01 that of the capital market as 
a whole, an investment may be defined as any commitment of 
funds, whether in one's own business or in securities This 
appears to have been the onginal meaning of the woid in 
financial parlance In this broad sense, the term investment 
cames no added implication of safety In fact, fiom the stand- 
point of the capital market as a whole, all commitments of 
capital aie of equal impoitance and constitute investments, re- 
gaidless of the usks that aiise fot the individual investoi It is 
at least equally important that capital be forthcoming for new 
and untried enteipiises, such as airplane lines and the exploita- 
tion of new inventions, as that it be available for old, estab- 
lished public utilities to peimit them to make extensions to 
their service Both tepresent an investment of the free capital 

of the community in what aie meant to be pioductive en- 

From the point of view of the individual investoi, on the 
olliei hand, there is a shaip distinction between investment and 
speculation This distinction is one of the degree of usk in- 
volved in the commitment made, for the investoi, if his security 
is fully protected, is not vitally concerned with the use to 
360 
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which his funds aic put by the boi lower Wheie the lisk is 
small, die piocess is called investment, as the usk increases, 
the commitment becomes moie and mole speculative 

An initial difficulty anses, however, m attempting to diaw a 
distinction between these two teims because it is no easy mattei 
to tell m advance how laige a degiee of list attaches to any 
specific secunty It is easiei to be wise after than befoie the 
event The intention of the buyer of secunties to invest lather 
than to speculate, through the avoidance of risk, may not prove 
successful Tlius, many an investoi m higli-giade government 
bonds lias fared badly because of a use in the level of money 
lates at the time of sale Long-teim federal obligations have 
been quoted in the low 'eighties on seveial occasions since the 
war Buyeia of Russian government bonds before the wai, 
when these bonds weie considered a high-giade investment, 
have seen then holdings wiped out But holdeis of these bonds 
bought them as investments, and few will deny that these buy- 
eis must be included in the category of investoi s It is neces- 
saiy to distinguish, ihereloie, between the intention of the se- 
cmity buyet in making the oiigmal commitment, and the final 
outcome of the transaction. 

Considenng merely the intention of the secunty buyer, we 
may define investment as the purchase of secunties or other in - 
cornu- jnoducing wealth with the intention of avoiding all sub- 
stantial risks. Geneially the investoi finds that he must be 
satisfied with only a moderate late of tetuin on lus capital 
m order to achieve this aim, although a well-informed investor 
natuially will fiequently discovei oppoilumties giving laige 
promise of income and profit, but which nevertheless involve 
so slight a degree of usk as to constitute the commitment a pure 
investment. 

Speculation, on the other hand, may be defined as the act of 
consciously assuming risks to secure a profit which is expected 
to result from the favorable outcome of the enterprise in which 
the tuft is assumed Speculation thus becomes a matter of judg- 
ing inks and choosing those which offer the promise of largest 
returns for the degiee of uncertainty involved. 

Gambling, as the term is commonly used, is an activity of 
an entnely different sort, It consists in assuming risks foi their 
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i sake, without specifically evaluating them By almost gcn- 
consent, the man who takes a "fliei” in stocks, by which is 
nt the puicliase ol shaies foi quick and veiy huge profits 
ly without knowledge of what they lepiesent, is tenned a 
ilei And this distinction appeals only fan to that othci 



horse races and oihei paitly foie seeable events, wheie the in- 
dividual does not take an mteiest in what is intended to be a 
money-making, 01 so-called pioductive, eutcipuse 
The distinction between investment and speculation, how- 
evet, cannot be made on the basis of intention alone It is 
fuithei conditioned by the degiee of knowledge which the se- 
curity buyei possesses To one without any knowledge o£ se- 
cuuty values, any commitment, unless made in accoidance 
svith expeit advice, ivould be a gamble This would be the 
case, for example, with the widosv sometimes depicted in tiust 
company advcitisemeuts, hi ought into contact with financial 
matteis foi the fiist tune m her life through the death of hei hus- 
band She may use her funds to buy a government bond, 01 she 
may put her money into fraudulent oil slocks, but m eithei 
case she pioceeds, at least until enlightened by some financial 
adviser, wholly in the gambling spirit On the othei hand, to 
the banker, with his special souices of information and his ex- 
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knowledge o£ the cncumstances suuoundmg the safety of i 
commitment Wheic such knowledge is wholly lacking, i 
commitment is a gamble In investment, wheie individ 
knowledge differs so gieatly, "one man's meat is anolhei ma 

^ Of course, we have assumed up to this point a purely ratio: 





without intelligent appraisal of usks 


Criteria of Speculation 

The definition of speculation advanced above attempts no 
clear-cut demaication between it and investment Many at- 
tempts have been made to define aibitranly the boidei line 
between investment and speculation Thus, one svntei asserts 
diat an invcsiol is one who is satisfied with a letinn equal to 
a theoretically puie late of mteicst, as approximately fixed by 
the yield of government bonds plus a "piemium for nsk” that, 
at most, is no gieatei than this amount tf government bonds 




INVESTMENT BANKING 


tion, speculation This view n not always tenable in the light 
ol actual facts Some of the most conseivative of investois buy 
secunties which give little 01 no letuin but which they feel aie 
teitain to appreciate m value Standaid Oil stocks and slocks in 
many banks and insuiance companies have been included in 
tins class In tact, many of out most conseivative coiporations 
have pieferred, paiticulaily beloic it was sought to impose coi- 
poiation income taxes upon undistiibuted income, to reinvest 
a laige propoition of tlieu earnings in then business and conse- 
quently to pay relatively small dividends This policy has re- 
sulted in low yield on their shaies, but a sLeady appieciation in 
the prices of then common stocks Conversely, many bonds 
bought solely tor income give a huge cunenl yield, but con- 
stitute outnght speculations It is true, howcvei, that the gieat 
bulk of speculative secunty purchases aie made m the hope of 
quick capital appieaation, rather than Iaigei current income 
Similarly, practically all shoit sales aie speculative The specu- 
lator, in seaich of laige piofits from the assumption of inks, 
naturally piefeis to cany the nsk foi as short a time as possible 

A final test fiequently applied to deteimme this point is 
whethei the commitment is made in whole or in pait with boi- 
lowed capital The secunty buyer, as already indicated, makes 
an investment if he knowingly avoids all leasonable risks When 
he uses bonowed funds to help pay for the secunties, he in- 
creases the risk m the hope of Iaigei piofits But this fact does 
not per se make the commitment a speculation Those who bor- 
lowed at the banks to buy Libel ty Bonds duimg the war — and 
millions of investors did so — weie not necessarily speculating 
It is true that there is an additional element of risk in that the 
loan might become payable at a time when the bonds show some 
depieciation in maiket value, but this risk may be so small as 

to be negligible. Furlhermoie, when an individual buys securi- 

ties on margin with the purpose of paying foi them in full dui- 
mg a peiiod of time, he may be said to make an investment on 
the installment plan 

While these last two criteria are not absolute distinctions be- 
tween investment and speculation, they do furnish approximate 
tests of such transactions. The bulk of speculative security trans- 
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actions aic made lot rapid appreciation, and they 
lnaigm 


Ubiquity of Speculation 

Speculation has been descubed above as the conscious assump- 
tion ot usks loi the sake of gam The teim has often been ap- 
plied exclusively to tiading in oigamzed maikets for stocks and 
commodities While speculative activity is highly developed 
lieie, it is a mistake to distinguish speculation on the exchanges 
from the assumption of usks in any othei foim of economic 
activity The usks of the seemity markets, in fact, laigely le- 
flect those inheient m all business ventuies 

The element of speculation, it is conceivable, could be laigely 
eliminated horn economic society, but this would involve the 
development fust of an absolutely static state of society, such 
as that conceived at limes by the classical economists If it were 
possible to eliminate, Cist, changes in population, secondly, 
changes in the volume of production of agucultuial and min- 
eial pioducts, and, thirdly, changes m technology and money 
and ci edit conditions, such a static state would be laigely 
leah/ed and speculation would die a natural death except £01 
climatic, seasonal, and catastiopluc usks Lacking such a con- 
summation, efforts to cui tail speculation have often pioved 
ineffectual and have frequently defeated then pm pose by stifling 
pioducuon and liade 

The speculative natuie of business in general has been par- 
uculaily emphasized m the economic discussions of the past two 
decades, in which the business cycle has played so prominent 


of the 
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agencies, lisks may be 1 educed Cooperative maiketmg and 
sinulai sclicines have been advanced as methods o£ i educing 
laige innate risks of agiiculnne, and risks ansing from money 
and ciedit changes aie supposed to be leduced thtough cential 
banking Again, wheie usks cannot be avoided by being spread 
over laige sections of the community, they can be shifted from 
the community m geneial to a small gioup who specialize in 
assuming them for the sake of piofit This ,s the case on the ex- 
changes Finally, ihiough the spiead of information, risks re- 
sulting from ignoiance or inability to appiaise the unceitamties 
of a situation aie leduced 

The tendency under piesent conditions, theiefore, is foi usks 

to mciease because of the growing complexity of economic life, 

and at the same time to be leduced, as far as the individual is 
concerned, by the social agencies mentioned above 

Speculation in Securities 

Securities repiesent claims to money or to pioperty of piesent 
or potential uicome-pioducing capacity As such, they reflect 
in each case not only the lisks liiheient in the enteipnse 01 
governmental credit which they tepresent, but the additional 
ones incident to the market in which they are traded To cite 
one example of thousands which might be mentioned, Argen- 
tine lailioad stocks lost the gieater part of their quoted value 
on the London market in the eaily yeais ol the World War be- 
cause the Butish holders in many cases had to sell them, and a 
market existed for these securities nowhere else in the world 
On the basic iisk of the enterprise were thus superimposed the 
additional nsks peculiai to the maikelability factor 

In order to ledistnbute and allocate the risks in the security 
markets, financial practice has developed a number of devices 
The most significant one from the point of view of nsk-beai- 
mg is that oi “tiadmg on the equity,” a term borrowed from 
legal usage and connoting m its broad sense the raising of 
funds on a comparatively low-cost basis through die issue of 
prior claims to income 01 assets The junior security holders 
thus assume gieatei risks in the hope of securing larger profits 
through die sale by die enterprise of bonds and preferred 
stocks "Trading on the equity" or "leverage” denotes that part 
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tain affan, involving not only the oiclmary inks of business, but 
a number of additional factois aiising out of the maiket itself 
These inks aic to some extent segtegated by the piocess ol issu- 
ing puoi securities 01 trading on die equity, and they aic le- 
duced 01 inci cased, as llie case may be, by the financial policies 
followed by individual corpoiations 

Speculation and the Security Markets 
We have thus fai consideied speculation as an individual ac- 
tivity, consisting of the assumption of lisks foi the sake of pioht 
We now tuin to the effects of such speculative activity on se- 
curity puces, especially m the organued secuuty markets 
The only way in which speculation affects the secuuty mai- 
ket as a whole is in the extent to which it lesulls in puichases 
and sales of securities over and above what would be the case 
if speculative activity weie non-existent. The puichasei of spec- 
ulative securities who buys them outright and holds them fot 
profit is an investoi fiom the standpoint of the maiket — he 
makes his puichasc and pays for it Just as he would for a high- 
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with lm own funds Such purchases aie seldom designed as 
permanent commitments Rathei it is hoped that the puce of 
the secunty will use within the shoitest possible penod, and 
that altei it has nsen the speculaloi will be able to resell to 
someone else, either anothei speculator 01 an investor, who will 
pay foi and hold it moic 01 less peimanenlly Secondly, those 
who buy and sell huge amounts ol secunties with then own 
lunds foi the sake ol quick profits excicise a distinct effect on 
the level of puces, especially when such tiading is designed to 
bung about substantial puce change, as in pool manipulation 
Finally, floor tiadeis on exchanges and other piofessional buyeis 
and sclleis of securities, including shoit selleis who covei then 
commitments, conti ibute to bioader maikets at times, and thus 
influence the couise of quotations 

The effects of laige-scale speculation upon the couise of 
secunty puces have often been discussed in the past The opti- 
mistic view of such effects, fiequently piesented at some length 
by apologists foi speculative activity who feel called upon to 
answer populai atticism of die stock exchanges, holds that the 
speculator limits puce fluctuations and thus benefits the public 
Stability ol secunty pnees is obviously desirable from the in- 
vestment and social points of view The speculator it is con- 
tended, thiough buying when investment demand is small foi 
one leason 01 another, keeps puces from falling, 01, at any 
late, fiom falling too tapidly He is willing to utdize bank 
ciedit and assume the nsk ol carrying secunties for the sake of 
a gain he is said to earn abundantly in teims of social service 
Similaily, the shoit sellei is found to exerase a beneficent influ- 
ence m maintaining the lelative stability of prices When puces 
go up too last, it is aigued, llie shoit sales of the speculator limit 
the rise Conveisely, when puces decline loo rapidly, covering 
operations by shoit selleis similarly limit the amplitude of the 
fluctuations. 

This optimisLic viesv is based on an assumption veiy common 
to classical economics One of the best-known expositions of it, 
in fad, was furnished by John Stuart Mill It assumes that the 
speculaloi is an entucly lational and far-sighted, as well as suc- 
cessful, being By buying when pnees would otherwise be low 
and selling when they aie high, he helps both himself and 
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society This assumption perhaps is boinc out on ceitain occa- 
sions, but tlieie aie many instances when the contraiy has 
pioved to be the case 

There is a stiong psychological attiaction in the assumption 
of inks which few poisons escape Often this tendency is giati- 
fied in purely gambling activities of a minor soit, such as caid 



he must throw caution to the svinds and swim with the tide if 
he is to escape being swept away Speculation at such periods 
doubtless gieatly mcieases the amplitude of price fluctuations, 
instead of making Coi puce stability 
When we considei not the broad movements of the maiket, 
but changes m individual secunties, speculation doubtless plays 
a much laigei idle in inn easing the amplitude of fluctuations 
Frequently a stock declines in puce aftei a majoi upswing, on 
the announcement of the news that the upswing had antici- 
pated The speculator explains the diop by the fact that "the 
news is out ” What he means is that speculation has moie than 
anticipated the use But the tendency of speculation to exag- 



case of individual issues. 


There is no need to defend speculation on moral or ethical 
grounds by alleging that it limns secunly puce fluctuations. 
The fact is that, without a hee market foi such speculative sc- 
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facilitating technical pi og rest may he socially moie desnable 

than investment in seasoned secunties long outstanding 

Economic and Social Effects of Security Speculation 
The chief geneial economic effects of secuiity speculation as 
now carried on aie thiee in numbci These aie 

i Capital is made available for almost any new entcipuse 
which piomises large returns through the development of a 
demand for speculative tenuities 
The automobile, the ladio and the airplane mdustiies have, 
within recent decades, proved that substantial amounts of capi- 
tal can be raised within this country when the industiy foi 
which capital is sought is haidly out of its embryonic stage 
This is easier because promo tel s can point to the success ot 
other new industries m the past — the numbei of such cases has 
been legion An aigumenl by analogy may not always be sound, 
but it is invaiiably effective, espenally in a new and evei -grow- 
ing country 

As a result of the many cases of fabulous piofits earned fi om 
the purchase of speculative securities, a laige part of the se- 
curity-buying public m this countiy is hungry tor speculative 
possibilities, even at the expense of stability and safely Na- 
tional psychology diffeis greatly in this respect Just as the 
average French investor carefully tries to avoid risk, although 
he does not always succeed, Ameiican investors, even of the 
conseivativc type, will frequently place theh money in a specu- 
lative issue "with long-pull possibilities ” This tendency has 
been invariably associated with the pioneer spnit 
s The savings and bank credit resources of the countiy aie 
opened to the use of enterprises ot a speculative nature 
One aspect of security speculation of the charactenslic mar- 
gin-trading type is that it makes a speculative secuiity pui chase 
the basis of a bank loan generally considered of the most liquid 
and safe kind The margin tiader, specializing in the assumption 
of such risks, advances only a pait of the market price of die 
secuiity, the rest being secured from a bank on a collateral loan 
This loan, usually ol the call type, then is considered a liquid 
part of the bank's poitfolio, although it is, at the same time, 
the means which permit the creation of a market for the specu- 
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lative secunty in question Bank secmity loans, therefore, rep- 
lesent largely a lapping of the liquid aedit resources of the 
countiy for the pui poses of financing speculative enterprises 
The risk element m the tiansaction is segregated and borne by 

the speculator, because he is luied by the possibilities of large 

profits 

3 Speculation acts as a stabih/ei, although an imperfect one, 
in the market for securities 

It has been seen above that frequently, owing to Lhe lmpei- 
fections of the speculator himself and the alternating ebb and 
flow of public pai Licipalion in the matket, speculation may 
exaggeiate oidinaiy fluctuations in secmity puces It remains 
tiue, howevei, that speculator may frequently be the only 
buyeis when investors aie generally eager to sell out their 
holdings, while conversely he may be a shoit seller when a tern- 
poiaiy heavy demand bids fair to overvalue securities 

The social effects of speculation are moie intangible and diffi- 
cult to measure Doubtless theie have been numerous occa- 
sions — the moie pictuiesque of which have been the tulip ciazc 
in Holland and the South Sea bubble m England— when popu- 
lai paiticipation in speculation became so keen that the oidi- 
naiy life of the community was disrupted and a part of the 
populace demoralized by the get-uch-quick idea On the other 
hand, speculation has proved for some an avenue to that moie 
highly legal ded habit known as thrift The meager Teturn of the 
puie investment secunty may not be able to lure into the fold 
of investors those of a more speculative temperament, but the 
combination of investment and speculative features held out by 
many secuiities now tiaded m on the maiket does have the 
effect of breaking them into the security-buying habit A moie 
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absoibed in such speculative purchases o£ secunties vanes 
widely with the state of the senility maikets At the peak in 
igsg, the banks of this counuy had louudly $3,000,000,000 of 
biokeis' loans outstanding, and $10,000,000,000 of loans made 
to other bonoweis secured by stocks and bonds While some 
part of this latter sum represented loam made foi commercial 
and industiial piuposes, the bulk of these senility loans doubt- 
less lepiesented the use at bank uedit in the cariying of sctuii- 

Wlien the 1 olume ol bank nedit absoibed 111 secunty specu- 
lation expands, as it did rapidly in 1927, ig*8 and 1929, a sen- 
ous question anses in connection with the effect of this specula- 
tive expansion upon the genei.il banking suuctuie of the 
count! y and the condition ol business Hoes this speculative 
credit expansion make much less ciedit available foi business 
needs as was commonly asserted at the tune? What happens 
to the credit thus advanced to speculators? If bank lcseives aie 
adequate, as was the case at that time, secunty loans should not 
impan the ability of banks to lend adequately to commeicial 
boiroweis also Hosvevei, if the desne to cuib speculative loans 
bungs a general tightening of money lates thiough collective 
measures by the ciedit autlionties, commercial bonowers would 
then be penalized 

The supeilicial view is frequently advanced in answei to the 
second question, that the secunty maikets absoib credit like a 
sponge, so that aedit outstanding against secunties peifoims 
no agncultmal, commeicial and industrial seivice foi "legiti- 
mate” business use Actually, however, 11 will be found that 
piactically all of the bank ciedit which onginally takes the foim 
of a loan to a biokci 01 a secunty speculatoi becomes purchas- 
ing powei in the hands either of business corpoiations or of 
selleis of secunties 

To prove this thesis, it is necessaiy to trace the couise of the 
credit which originates as a loan for the puipose of canymg 
securities The buyer of secunties, or his brokei, uses the bank 
credit to help pay for the secunties The seller of the securities 
who thus receives this buying power may do one of seveial 
things If he buys othci outstanding secunties, he merely tians- 
fers the ciedit to anothet seller of secunties, and the problem 
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remains in us ongmal foim Sooner oi latci, however, many 
sellers buy new issues ot secuntics with the purchasing powei 
so obtained, and thus tiansfei the pioceeds of brokets' loans, 
at one 01 moie lemoves, to the business corpoiations and gov- 
ernments thaL issue secuntics In so fai, theiefoie, as secunty 
loans go into new capital issues, dueclly 01 mduectly, they 
repiesent ciedit cieated in the fiist instance tor speculative 
puiposes, but liansfened to business These secunty loans per- 
mit the sale of new securities m much laigei volume than would 
otheiwise be the case, and constitute the means foi financing 

business through the security maikets instead of, as in the old- 
fashioned way, through the banks 

But not all those selling securities to buyeis who pay with 
the aid of secunty loans put the pioceeds into other secunties 
Many individuals put such pioceeds dnectly into business entei- 
pnses which they own Heie the biokei’s loan is used to finance 
business even moie directly Otheis put such pioceeds into real 
estate wliei e, once again, the broker’s loan is used to finance an 
important pioductive industry 

Finally, in times of using security prices, a large pait ot the 
piofits lealwed because banks make secunty loans to biokers 
and individuals goes directly into consumption goods Fine 
automobiles, sumptuous tesidences and other more or less Iuku- 
lious forms of spending are made possible through sales of 
securities at large piofits — sales made to others who bonow 
from the bank to pay for their purchases 

Theiefoie, we may conclude that bank credit finances busi- 
ness, no matter whether advances aie made dnectly to coipora- 
tions and faimeis or induecdy tluough secunty loans, the pio- 
ceeds of which are eithei used to buy new secunty issues or are 
placed by the selleis dueclly in then businesses, or are spent for 
consumption goods and thus tiansfenecl to the business enter- 
pnses selling the goods As a matter of tact, this illustiates one 
general tiuth of banking — that bank credit noimally cannot 
be destroyed, but is meiely transferred from one account to 
another until repaid The credit which takes tire form of a 
security loan is thus liansfeired piaclically entuely to business 
firms Roughly, this might be called a case of the law of the 
conseivation of bank ciedit, coi responding to the laws of the 
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into consumption, the buyet of lu\unes has the conti ol over 
the flow of aedit Therefore, a laige volume of security loans 
reflects the fact that the speculator instead of the bankei has 
been made ai biter of the flow of aedit Hence, the measures 
taken to limit the volume of secunty loans lepiesent a major 
finanaal reform in a country where during past yeais they have 
assumed so large a idle 
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nge speculation has expressed 
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the tieud of the market The aveiage professional speculator is 
eagei to follow the ttend once it is established, whethei it be 
foi a use or a foil, relying as a rule on others to initiate and 
direct the movement Fedeial legulation has tended to curb the 
operations o( these professional speculator 
The third focloi in the speculative secuuty maikets is die 
operations of die leading financier and mdustlialists — people 
sometimes vaguely termed “insiders " These leadeis, with pow- 
eiful banking connections, and tontiollmg as they do the man- 
agement of many of the coiporations whose shaies aie Haded 
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security, while at the same time his risk of loss is limited Hence, 
the gieal vogue ol conve itible secuuties and those with op- 
tions attached, especially within recent years 

A secunty of this kind teally consists of two portions — an 
investment bond or prefeired stock, and a call on a more 01 
less speculative common stock This call is generally a highly 
speculative item with a small immediate value Nevertheless, 
so many of these features have proved profitable in the past, 
over a period of yeais, that they have a special fascination for 
even conseivauve investois Especially in times of a general 
rise in the security markets, convertible securities and those 
with options attached ate in gieat demand Then even bona 
fide investors may demand a speculative "kick” to their 
securities 

This mixtuie of investment and speculative features often 
results in complicating the value of the security to a consider- 
able extent, because of the piesence of both features On the 



threat therein implied to the maintenance o£ flee and open 

However, the adveise consequences of the stock maiket boom 
of igs4-igsg weie so sevete, and the practices levelled by an 
investigation of financial maikets conducted subsequently weie 
found in some cases to be so undesuable, that Congiess passed 
the Securities Exchange Act of 1934 without material opposi- 
tion, after certain more lestnctive proposals originally included 
m the draft of the bill had been diopped The chief featuies 
of tins measure are 

1 Standards are laid down foi the publication of informa- 
tion by managements of companies svhose securities are listed 
This 1 effects the theoiy that a fiec and open market is impos- 





Thu has been opposed by mote extreme advocates of die bee 
and open maiket Uieoiy. 


r, Corpoiate ‘'insiders" ate placed in a special category Di- 
lectois, officers and owners of 10 per cent of any class of equity 
sccunties must lepoit changes in oivnership of equity issues 
monthly They may not sell their securities shoit, and they 
may be compelled to letuin to the coiporation profits made on 
sales of its stock issues within six months after purchase By 
thus limiting trading by coipoiate "insiders” possessing special 
knowledge, it is sought to make the market more “free and 
open" as fat as the lank and file of public buyers and selleis 
are concerned 


These regulations have doubdess tended to reduce the vol- 
ume of speculative trading, and thus to make die maiket thinnei 





Chapter XV 

INVESTMENT BANKING AND THE 
BUSINESS CYCLE 


Business Fluctuations 

The late of business activity is in a constant state of flux 
Periods of piospenty alternate with periods ot depiession The 
volume ol pioductton uses and falls Thcic are times when 
employment is easy to sccuie and business entei prises aie earn- 
ing laigc piofils, and olhei peiiods when unemployment is 
widespread, losses common, and economic conditions become 
gencially bad 

This constantly changing state oi business naturally has a 
ponciful lepeicussion on the secunly maihets, and therefore 
upon the business of investment banking In this chapter, we 
ate pnmaiily concerned with the lelation of business changes to 
sectuities; but m otdci to tiace it clearly it is necessaiy briefly 
to lcview the nature and causes of the business changes them- 


Types of Business Fluctuations 
Economists have loi moie than a centuiy given careful 
thought to business fluctuations Foi a long time they were 
paiucularly concerned with the penodic spectacular collapse 
in business piosperuy, or panic, which occuirecf several times 
during the nineteenth centuiy — otherwise a time of lapid eco- 
nomic ptogiess in western Europe and the United States — and 
theoncs of changes m business weic called thcoties of panics or 
cnses In latei yeais, they have come to consider changes in 
business as an otganic whole, including in their studies the 
causes of piospemy as well as of panic and depression This 
piocess of successive rise and fall is now geneially defined as 
the "business cycle," a teim applied to such changes many years 
383 
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at difteient phases ol the business cyde Duung a seveie de- 
pression, the heavy industries may come almost to a standstill 
for a time, as the nation finds its available capital equipment 
excessive and the incentive lor expanding capacity luithei dis- 
appear On the othei hand, the consumer' goods mdustnes, 
seivmg as they do the neceasaty cunent needs o£ the popula- 
tion, may suffei only a small tecession The moie highly de- 
veloped a countiy becomes, and the laigei the proportion o£ 
its industrial equipment that is devoted to the manufactuie 
of pioduclion goods, the wider the possible tange o£ fluctuation 
of geneial industrial activity 

On the other hand, ceitain new industries may eiqoy a pei- 
sistent gionth of their own for a time without much legard 




groups o£ securities will be subjected to varying conditions 
duung any given petiod of piosperily or depiession Hence, 
any effects of the business cycle as a whole on the security mar- 
kets which aie heic Uaced arc understood to be geneial 01 
average effects, subject to numeious exceptions and variations 


Duration and Amplitude of Business Cycles 

Duung the earlict peuod of business cycle studies, efforts 
were made to find a tegular periodicity in such changes and 
thus to develop a method of controlling 01 at least of fore- 
casting them Some witters spoke of twenty-yeai cycles, others 
of eight-yeai cycles, otheis of eleven-year cycles They then 
sought to piove then contention as to the length of the cycle 
by applying refined cuive-fitting methods to statistics of busi- 
ness changes In this way, they succumbed to the dangeis of 
regarding tough and approximate though mathematically cor- 
rect methods as exact and accuiale representations of the veiy 
complex business situation 

More recently, most writers on the subject have adopted a 
■more realistic attitude, and have come to agiee that the busi- 
ness cycle is a genciahred affair of varying length and ampli- 




countei to all ot the previously accepted views as to the piob- 
able duiation ol the period from "trough" to "tiough" in a 
depieraon Professor H L Reed of Cornell UniveisiLy has 
examined some of these efforts, and particulaily the view that 
the prolongation of the pi esent depression is due to a contrac- 
tion of the outstanding ciedit volume in the United States His 
opinion is that pioof is lacking to show that the long continu- 
ance of the depression which began in 1930 was due to the fail- 
ure to expand the volume of a edit sufficiently early, and that 
many extraneous events contilbuted to making the depiession 
longer and more severe than it would otherwise have been 
Bank failuies, international financial troubles, and the excesses 
of the preceding boom pel lod may be mentioned as some of 
them Continuous testing of banking conditions and the appli- 
cation of conseivative methods of credit conliol seem to him 
piopei as a preliminary to successful economic management 
dining a crisis or depression Both Professor Reed and othei 
careful students aie evidently disposed to tegard the duiation 
of the "cycle” as a matter greatly influenced by government and 
central bank management, and m no way fixed 01 automatic 


Causes of the Cycle 

Students of business fluctuations have diffeied ovei then 
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to explain the business cycle are lainfall variation, vanation in 
the volume o£ building construction, excessive savings, exces- 
sive competition, over-capitalization of piofits, changes in the 
volume of bank a edit outstanding, etc Leading students of 
the subject have to an mci easing extent recognized that cyclical 
business movements arc the lesultant of a variety of factors 

At one tune one of these factois, at othei times another, plays 

the dominant idle 

The lecoid of past theories is chiefly valuable, perhaps, as 
a caution against future attempts to dogmatize nanowly on the 
subject The tiuth is that what has thus fai been done in busi- 
ness cycle theory is puiely tentative and pieliminaiy 

Prices and the Business Cycle 

Commodity puce changes have played a major rdle in busi- 
ness cycle discussion Here an average of price changes can be 
obtained thiough the device known as the index number which 
geneializes the changes in a gioup of individual commodity 

Changes in puces have been asaibed by some wi iters chiefly 
to variations m the volume of gold production and by others to 
changes m the supply of bank ciedit Others have emphasized 
the importance of die evolution of the more efficient pioduc- 
tion methods At any rate, price changes have not been cyclical 
in character and they cannot be said to parallel cyclical changes 
m business activity Hence, while puce changes may exercise 
an impoitaiit idle in shaping the course of business cycle change, 
they can hardly be said to be a ma]or cause, although one au- 
thonty has actually written that such change m commodity 
prices — that is, in the value or pui chasing power of money — 
“is the business cycle ” Such views are today without mateual 
support. 

The greatly increased technical proficiency of American in- 
dustry, as well as the large extent to which the country is self- 
sufficient, has tended to make the price level relatively less 
sensitive to cyclical changes in business activity In addition, ef- 
forts in various industries to conuol puces by meigers, agree- 
ments and coopeiation have also contributed to puce stabiliza- 
tion in the face of fluctuating business conditions Thus, duung 
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the decade of credit inflation following the wai, commodity 
pi ices weie lemaikably stable because the stimulus theieby 
given was offset by the mcieascd volume of pioduclion, lathei 
than by a use in piice When this stimulus was withdrawn and 
credit deflation lollowcd, commodity puces declined shaiply 
Beginning with ltjgg, despite the numerous measures then 
taken to boost puces, only a lelatively modeiatc recoveiy in 
the price level followed This cxpeiience tends to suppoit the 
view that gieatly mci eased technical efficiency causes the main 
puce Licnd to be downwaid, so that penods of deflation may 
be legulaily maiked in the iutuie by matenal leccssions in 
commodity puces, while subsequent lecovenes may witness fai 
moie moderate advances in the price level 
The question thus incidentally raised is in a sense the ically 
fundamental issue foi this phase of the subjecL Is money and 
change m its vanous fotms the cause, either sole or ptimaiy, 
of changes m puces, and thus the onginatoi of cyclical move- 
ments, 01 do die lattei pioduce changes in puces? The issue 
thus (nought to the ftont appeals in many phases of contempo- 
rary economic discussion It would be impossible in a gcneial 
work such as the piesent to follow through these ramifications 
of economic controveisy What is chiefly impoitant is to ex- 
press a general opinion foi use in connection with investment 
discussion as here presented This is, that while changes in 
the volume and velocity of money and ciedit have important 
effects upon commodity values, they certainly cannot be iso- 
lated in such a way as to assign them as the sole or main cause 
of extensive business changes What is called "inflation" is fie- 
quently spoken of as a pumary cause of an upwaid followed by 
a shaip downwaid movement of business, but caicful sLudy of 
die sutqect has shown that periods of laigc and expanding busi- 
ness are often peiiods of downwaid movement of commodity 
puces, as m the yeais fiom 1926 to 1929, while it has sometimes 
happened that decline of business is accompanied by rising 
puces because of special factois which have operated to alter 
the lelalionship between money and commodities The older 
idea, that an enlargement of the quantity ol gold available or 
a gieat expansion or bank credit— "easy money," in short — ad- 
vances puces and so forces a return of prosperity, is pretty gen- 




desned change of puces, and added, "Do it we will” — appai- 
ently in the beliel that a favoiable turn m the "business cycle” 
could be compelled thiough monetary and ciedil manipulation 
The tendency of recent discussion has undoubtedly been to 
legard money and credit in the business cycle as meiely a 
medium thiough which the volume of business activity is in- 
fluenced by leason of the vaualions in profits that may grow out 
of such changes If, for example, public policy lesults in cheap- 
ening the cost of capital by reducing tales ol intei est foi accom- 
modation, it may be possible foi businesses that aie opeialmg 
on a nauow maigm of return to continue or expand then activ- 
ities without tunning into the “red,” as they otheiwise might 
be di iven to do In this case it might be said that moie abundant 
supplies of ciedit had forced a return of business activity, 
wheteas the ttulh would be that the acceptance by some gov- 
ernment institution of the lesponsibihty for providing loans at 
less than then current economic value had lesulted in enlaiging 
profits in given indusliies and, hence, m enabling the lattei to 
continue to do business when they would otherwise have cui- 
tailed opeialions because ol the absence of profits 
Many economists would at any late assert that a majoi change 
in prices would at any one time constitute a dominating fac- 
toi in tlie business cycle, for if prices advance shaiply at any 
one tune, the lcsult is a maleiial increase in business profits and 
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of business activity are both caused by the same factor— such as, 

at times, ciedit and banking changes 

Business Cycles and Securities 
The above itsumi of business cycle theory is presented as a 
background for the purpose of uacing the effects of business 
fluctuations upon prices and markets 

In the fust place, a deal -cut division must be made for this 
put pose between securities receiving a fixed income, such as 
straight bonds and pieferred stocks, and those receiving an 

income contingent upon earning power, that is, common stocks 

or conveitible 01 participating bonds and prefened stocks Each 

of these two main groups of securities is affected in a special 

way by changes in the business cycle, and to a large extent their 
prices vary in opposite dnections 
There is, of couise, no automatic or mechanical effect of 
business changes upon secunty prices Whatever effects the 
business cycle may have aie exercised through its influence upon 
the supply of, 01 demand for, any particular type of security 
If changes in business activity lesulted in no change in these two 
sets of factois, there would be no occasion for any resulting 
major variation in the level of secuuty prices 
As a rule, however, changes in the state of business do et- 
ernise a piofound effect upon the factors of supply and de- 
mand in the capital markets More active business and higher 
profits mean a largei demand for capital, and thus lead to will- 
ingness by borrosvers to pay a highei rate of interest on the 
securities they issue. On the other hand, rising business piofits 
attract additional buying, partly of a speculative chaiacter based 
on boi rowed funds, in the capital market. The bulk of this 
additional demand for securities, of couise, turns at such times 
to issues not limited as to return which are in a position to 

benefit fully from the increase in the earning power of business 

enterprises, piimauly common stocks 
It would be of gieat significance and value fiom the stand- 
point of an investment policy and as a practical guide in the 
making of investments, if some generalizations, even of the 
loughest kind, could be laid down with respect to the probable 
recunence of the cyclical movements alieady mentioned. If 
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this could be done, it is evident that intending purchasers could 
avoid placing their orders while prices were moving dowu- 
waid, and would wait foi the most favorable conditions In 
attempting to establish a basis for foieshadowing cyclical move- 
ments £01 this practical pm pose, two factors appear to be of 
most interest The first is the period which may be expected 
to elapse between "peaks” in security puces or, on the othei 
hand, the low points of such puces The second and moie im- 
portant is the group of symptoms that aie to be taken as indica- 
tive of the fact that the curve of business and values has reached 
01 is about to reach the turning point, whethei up 01 down 
If actual light on these two problems can be had, the investor, 
paiticularly the huge mvestot, is furnished with infoimation 
of the utmost value to him He may make senous mistakes in 
judgment with lespect to any particular secuuty, but these will 
tend to "average out," when judged in connection with the laige 
number of securities 

Phases of the Business Cycle 

Do statistical data furnish any actual light on the first of 
these questions — the probable period of the business cycle? We 
have already seen that economists believe that data are wanting 
to establish any given length of cycle To them the only essen- 
tial 01 interesting phase of the whole question is the recognition 
of the distinguishing maiks 01 phases chaiactenstic of die up- 
ward and downward movements of business and values 

Four such successive phases aie listed by lecent authoritative 
writers, and the business cycle is identified with the successive 
recunence ol these phases m legular ordei These are levival, 
prosperity, liquidation and, at times, panic and depression Evi- 
dently, if it be tiue that a business cycle is meiely a succession 
of these phases in regulai oidei, what is necessary is to recog- 
nize the particulai phase through svhicli the cycle is at the 
moment passing, It is then possible, presumably, to foreshadow 
coming stages 

In order to tiace more cleaily the effects of the business 
cycle on the security markets through these supply and demand 
factors, the status of the two important classes of secuiities — 
those that leccive fixed income and those entitled to lesidual 
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have an unusual quantity oi oiders, and expansion is m oidei 
Thus, heavy building operations lead to huge orders foi steel, 
which m turn call foi heavy coal production and inn eased 
railway tiaflic The stimulation thus spreads fiom industry 
to industry, and may be hastened by firmei piices occasioned by 
the keener demand Any leai of highei puces that prevails 
may result in large forward oiders, and when this occuis on 
a sufficiently large scale "boom” conditions may be said to 

The expansion character is Lie of such peiiods results m an 
increasing demand £01 capital and in using interest lates This 






penod o£ prospeiity, bond puces generally continue to drop 
lot a time The liquidation of bonds is paitly a result oE elEoits 
by speculator to curtail then opeiations by selling securities 
which have declined least That a change m the trend oE In- 
tel eat lates u at hand may be ignoied by the maiket under fuch 
cncumstances Liquidation by financial institutions desmng to 
get into a more liquid position may also be a Eactor Efforts o£ 
large industrial and financial intei ests to distubutc blocks o£ 
stocks may or may not be accompanied by a downward price 
movement at fust Such sales may be made at a time when 
lumois o£ actual evidence indicate impioved earnings and 
higher dividends, so that a buying fever sets in and a large 
enough demand is called into play to absoib the offeiings placed 
on the maiket Distribution, then, often takes place with a well- 
maintained or even using price level, because o£ the fact that 






Liquidation or Panic 

The pendulum of business piospenty inevitably swings too 
fai, leading to a leaction which often is piopoiuonal in its 
seventy and e\tcm to the pieceding upswing In die business 
field, tins leaction leilects the ovei-pioduction and ciedit infla- 
tion which usually occur dunng the enthusiasm of the boom, 
leading to a falling off of oideis and, often, decline in com- 
modity puces On the secwity markets, speculation based on 
the discounting of future inci eases in coipoiate earnings and 
dividends collapses, and liquidation follows m which values 
may soon be drastically adjusted 


The symptoms of this change in the business situation differ 





Within lecent years, a new vanant of an old theory has been 
put forward as a phase of what is called "managed currency” 
or credit management This is the notion that the moment 
when prices begin to turn downwaid — as, say, at the end of 
igsg — it is possible for the banking mechanism to anest liquida- 
tion and check depression tendencies by simply expanding the 
volume of credit available to the community through lesoit by 
the central bank to open market buying operations particu- 
larly of, government securities Thus, for example, it has been 
suggested that in igjo, “it was not sufficient for the reserve 
banks to reduce discount rates sharply and rapidly Open mar- 
ket management through purchases of government secuiiues 
should have been canied beyond the point at which, generally 
speaking, the average membei bank was relieved of debt,” thus 
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Relation to an Investment Policy 
The cyclical movements we have tiaced natuially have an 
impoitant lelation to oui theoiy of investment The investoi 
will noimally desue to stay out of the stock maiket and to 
keep his funds m high-giade bonds as fai as possible in peuods 
of piospeuty, even when tilings appeal most leassunng Con- 
vetsely, he will want to shift his lunds and bonds into Stocks 
whenevei he believes tliat a levival of business is at hand Ob- 
viously if all mvestois wcie perfectly infoimed and acted under 
the same influences, the investment cycle would be largely 
"uoned out,” since all would refiain from buying at the high 
point and all would entei the maiket at the low, and high and 
low points would tend to disappeai, but confronted by the ac- 
tual phenomena of booms and depressions, the lank and file of 
mvestois and speculator continue to buy fieely in good Umes 
and to sell m peuods of decline 
Buyers and selleis ate not actuated by any common motive 
or body of infoimation A gteal many of them analyze the 
maiket quite differently ftom otheis, and buy when others 
are selling Again, it is also tiue that there aic numerous in- 
vestors who find it necessaiy, because of large income, to buy 
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own infeiences Then value is greatest, as a rule, in compiling 
and presenting data 1 elating to individual secunties and the 
businesses the lattei lepiesent 

Expeneuce since the panic ot iqaq lllustiates this condition 
Duung the live yeais following tins panic, tile end of the de- 
piession and the lciuin of prospenty weie lepeatedly piedicted 
without success, and as a lesult buying policies weie picma- 
tuiely initiated 

Immediately pnoi to the panic of iqzg, tlieie was a small 
gioup of uivcstois, as well as some bankets and industrialists, 
who lelt rather vaguely that conditions were dangeious and 
diat an impoitanl leveisal of bend ivas neai They convened 
their holdings ol stocks into government bonds, and then 
action in so doing doubtless helped to modify the bend ol 
events which began with the panic of Octobei, iqag The end 
of the year 1959 found a certain number of large investors, and 
investment tiusts, with their funds in securities of the type 
]ust indicated, or in cash 

The question then became urgent What should be the 
policy of those who had thus placed themselves in a position 
to buy securities moie cheaply than they could have acquired 
them for a long time preceding? Three lmes of policy weie 
indicated The first was the immediate repurchase of securi- 
ties, particularly of stocks, m ordei to gain the advantage ol the 
advance which many asserted would shortly be resumed Those 
who followed this advice, and so helped to start the "pseudo- 
boom market" of the spring ot 1930, suffered from the furthei 
severe declines of the second phase of the depression which 
began about the middle of 1930 It was this policy that was 
publicly advocated by Piesidenl Hoover 

A second group of obseiveis advocated continuous con- 






and stocks taken on This advice became especially mgent attei 
the announcement ol a policy o£ devaluation by the Roosevelt 
Administration in lgi)!) Meantime, however, so many unex- 
pected industrial and political factois had begun to influence 
our business life that those who undertook to conveit then 
bonds into stocks did not benefit immediately, and certain 
groups of stocks, like those of many utility holding companies 
and railroads, barely participated in the lecovcry 

The entire expenence showed that an investment policy 
designed to benefit ftom cyclical business and credit changes 
can usually be applied only within limits, and is no substitute 
for the exercise of considered judgment based upon the course 
of events, many of which are (lie outgiowth of psychological 01 
legislative changes 

Forecasting as to individual secunties or groups of sccuiities 
in which earnings, assets, management, and the like aie caie- 
fully estimated and then studied m then relationship to the 
more general influences operative in the market is a more re- 
stricted but more practical task. 

International Aspects 

Business cycles have necessarily displayed consideiable cor- 
respondence in various commies in view of the many com- 
mercial and financial relations that prevail internationally 


lied 




other But these discrepancies do not automatically adjust them- 
selves, and hence such international diversification may not 
prove to be a profitable policy The "high” market may go 
much highei, while the depiessed maiket lemains losv This 
was the case after lqsS with investment trusts which sought to 
piotect themselves ftom a decline in the lapidly rising Ameri- 
can maiket by buying m such countries as Geimany where 
money was very scarce and prices remained low. Since 1931, 
owing to unprecedentedly high trade barnets, intei ferences 
with the international flow of capital, foreign exchange restric- 
tions and monetaiy changes, security prices m one country have 
had little 1 elation to those elsewhere In such conditions, it is 
especially dangcious for investors to follow a policy of inter- 
national diversification, especially when investment conditions 
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fore tile conditions and puces at which new issue? can be 
maiketed Secondly, the business cycle has an lmpoitant in- 
fluence upon the business ol the vauous types of financial in- 
stitutions The policy of the investment banker necessarily must 
be to adapt himself to such changes and to avoid any injuiious 
01 embauassing effects which they may pioduce upon his own 
opeiations Such possible influences may be briefly summarized 
as folloivs 

1 Dealers and biokcis may build up large oiganizations 
that involve opeiating losses when activity falls off shaiply 

a Excess inveutoiies aie moie dangeious to a secunty dealer 
than to other industries Such a situation, resulting as it does 
in senous loss, may be avoided only thiough careful watching 
of die market and mole or less successful forecasting of ten- 
dencies 

The Senate sub-Committee on Banking which investigated 
the operations of security affiliates of banks m 1991-1998, ie- 
ceived repoits showing the results of then undei wilting opera- 
tions altei a period of prospetity In one conspicuous case, it 
appealed that a commitment made by the affiliate on tire verge 
of the 1989 panic bad lesulted w a loss greater than its entire 
prohts during the preceding ten yeais Olhei lllustiations of the 
same sort, although none of quite so sti iking a charactei, were 
obseived The nsk involved in single undeiwtitmg operations 
is veiy gieat in lelation to the banker’s capital, particulaily at 
times of ciitical change in the secuuties maiket; it cannot be 
eliminated but may be gieatly 1 educed by care and prudence. 

9 Financial institutions may suffei declines in quotations 
and impairment of liquidity of portfolio investments, causing 
losses and perhaps endangering solvency 

Investment bankets may m some measuie piotect themselves 
against adveise effects from the business cycle through the com- 
bining of several types of business within one organization; and 
this fhctoi has been one of the majot incentives to the com- 
bination of functions which has been common in lecent yeais 
Thus, a house handling only bonds may have little to do 111 
times of active stock market speculation; but if it lias a stock 
brokeiage department also, or an unlisted tiading department, 
it is prepaied to expand its slock business at such times Bro- 
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keiage houses with commodity tiadmg departments may make 
money horn these when the secunty maikets are relatively inac- 
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Chaplet XVI 

THE LEGAL FRAMEWORK 

Securities Legislation 

Until the eaily years of this century, as we have already seen, 
the investment banking business was largely fiee irom regula- 
tion by specific legislation While fraud was punishable hete 
as in othei relations, the rule of caveat emptoi — let the buyer 
beware — pi evaded to a large extent As we shall see piesently, 
purchaser of securities did have some well-defined legal reme- 
dies m the event ot misrepiesentation, but these stemmed fiom 
general common law principles 
Special legislation to regulate the sale of secunties was first 
passed by the states, beginning with Kansas in 1911 However, 
since the junsdiction of such statutes could not aoss state lines, 
and since the state blue-sky laws varied gieatly in their scope 
and character, such legulation was of limited effectiveness The 
widespread losses caused to investors by the violent deflation m 
the security markets during the eaily 'Unities, and the evi- 
dences of loose piactices brought out by the Senate investiga- 
tions of 193a and 1933, led to the enactment of a comprehensive 
scheme of federal regulation designed to prevent ceitain abuses 
and undesuable conditions in the financial markets Two major 
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certain disclosures of fact from companies whose secunties are 
listed, subjects security loans to the legulation of the Board 
of Govemois of the Fedeial Reserve System, and bungs the 
over-the-countei maikets under a measuie of federal legula- 
tion It is so compiehensive in character, however, that it affects 
the business of originating and distributing secunties in sev- 
eral respects, as well as trading m aheady issued secunties 
Despite the enactment of federal legislation, the state blue- 
sky laws continue in effect, and sellers of secunties must con- 
form to them They are discussed in a later chapter 
It must not be supposed that the fedeial security legislation 
to safeguaid investors &om misrepresentations was altogether a 
new departure Before studying this legislation, it will help the 
reader to gain a pioper peispective it he will first consider the 
traditional common law provisions affecting such transactions 

Common Law Liability 

Even before the states 01 Congress legislated on the subject, 
the vendoi of securities was subject to certain common law lia- 
bilities in connection with then- sale The vendor, through his 
offering circulars and through his salesmen, made cenain rep- 
resentations with regard to the security being offered Undei 
the common law, the buyer is entitled to recovei from the 
seller when the latter makes a false representation of fact which 
is known to him to be false when made, which is made with 
the intent of influencing the buyer and which causes damage 
to him It is also necessary to prove, however, that the buyer 
acted on this false representation 
This type of suit is known among lawyers as the action of 
"deceit “ It is evident that the buyer must prove- 

1 That a misrepresentation of fact was made to him 
a That the misiepresentation was made knowingly 
g. That it was made with intent that the buyei act on it 

4 That the buyer does rely on this representation 

5 That he has been caused damage 

In practice, however, it is generally difficult, if not impossi- 
ble, to piove that the vendor himself made a misiepiesentation 
of fact, and made it knowingly Mere carelessness is not sufh- 




any intent to misrepresent 

This common law protection which the buyer of securities 
shares with the purchasei of any other good is not infringed 
by federal legislation Such actions may still be biought, but 
undei the statute the liabilities of secuuly sellers have now been 
made more specific, and have been extended 


The Registration Procedure 

The fundamental change in investment banking practice 
effected by the Federal Securities Act is the requirement that 
securities must be registered before sale The purpose of this 
step is twofold First, it makes necessary the filing of pertinent 
facts about each offering in advance with the Securities and Ex- 






tion, ceitificates of deposit, oil royalty inteiests, etc The Com- 
mission has also piepared an mstiuction book to facilitate the 
registration process 

Unless a secunty is exempt from the legistration 1 equip- 
ment of the Act, a registration statement must be filed with the 
Commission in triplicate, and at least one copy must be signed 
by the issuing corpoiation, its pimcipal executive, financial, 
and accounting officers, and the majority of its boaid of di- 
rectors In the case of a foreign coiporation, the statement must 
be signed by its duly authorized representative in the United 
States, although m the case of a foreign goveinment flotation 
the undei writer alone need sign The effective date of the leg- 
islation statement is the twentieth day aftei the filing, except 
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may also issue a stop older suspending the effectiveness of a 
legistiation statement, but in such event it must give the ap- 
plicant a personal hearing within fifteen days after serving the 
notice Where fiaud is involved, sale may be stopped by appli- 
cation for an injunction from a federal court 
It is thus apparent that a registration statement becomes effec- 
tive when the Securities and Exchange Commission does noth- 
ing to pi event this from taking place It does not have to take 
any affirmative action, therefore, in order to permit the distribu- 
tion of the secuimes to begin 


Exemptions 

Under the Federal Securities Act, ceitam groups of secunties 
aie specifically exempted from the legislation requirements 
The exemptions include United States government, state and 
municipal obligations, securities issued by eleemosynaiy cor- 
porations, building and loan securities, lailroad issues which 
lequue the appioval of the Interstate Commeice Commission, 
certificates issued by a tiustee in bankruptcy, insurance and an- 
nuity conuacts and othei secuuty issues up to f 100,000 in sire 
that are exempted undei the special regulations of the Securi- 
ties and Exchange Commission covering such smaller offerings 

Where a secuuty is exchanged by the issuel with its existing 
security holders exclusively, and where no commission or other 
remuneiation is solicited for committing such exchange, ex- 
emption is given Tins facilitates coiporate leadjustments. Also, 
secunties issued undei reoiganizations approved by a couit, and 
offenngs sold to persons residing within a single state or terri- 

tory, thus constituting a purely intrastate transaction, are also 
released from the registration lequnement 

The registration requirement applies only to securities pub- 
licly offered by an issuer and those sold by an issuer through 
underwriters or dealers, Biokerage transactions executed upon 
customeis’ ordeis are naluially exempted fiom the piovisions of 
the Federal Securities Act, 

The sale of a security requiring registration befoie the state- 
ment becomes effective is made unlawful under the Act, and is 
subject to both cuminal penalties and civil liabilities 




merits, so that the lattei have come to lesemble increasingly 
those used before the Federal Securities Act was enacted 
In order to meet the lequirements that eveiy buyex of a se- 
curity be furnished with a piospectus, it has become common 
to mail a copy of the prospectus along with the securities when 
they aie delivered to the purchaser, unless it is known that the 
lattei has received a copy from some other source Dealeis who 
are asked to join m the distribution of the issue leceive pre- 
liminary prospectuses which omit certain items such as puce, 
banking commissions, etc , so that they will have a clearei idea 
of the nature of the secuiity which they are invited to help 
sell This preliminary print is commonly known as the "red 







foi belief "shall be lhal lequiicd of a piudeni man in the man- 
agement of hu own pioperty ” 

Any buyer of a security where a misstatement or omission of 
mateiul fact is found on the registiation statement may bung 
suit to recovei fiom any or all of the peisons liable the diffei- 
ence between the amount paid lor the secunty, not exceeding 
the public offeung puce, and either the value at the time the 
suit was brought or the price at which the secunty had been 
subsequently disposed of m the market Howevei, such suit 
must be brought within one year after the discovery of the un- 
true statement or omission, 01 after such discovery should have 
been made by the exercise of leasonable diligence on the part 
of the buyer In no event can such action be bi ought latei than 
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in Hint and segiegation of capital employed in brokerage business 

fiom capital employed in dealei and undeiwutei activities 



houses to give little weight to the legal lestuctions, beyond 
obtaining the advice of counsel Howevei, theie can be little 
question that, with any sharp decline in security prices, the 
civil liabilities imposed by the Federal Secui i tin Act and the 
Securities Exchange Act may assume quite substantial propor- 

We shall now pioceed with a description and analysis of the 
piactical piocess of onginating and distributing secmities as it 
is now conducted within the fiamcwoik ol the neiv legislation 
Reiuoncts 

Iasser, I K, and GntAwn, F A, Fedeial ’Setuniirs Act Pwccdnic, 
New Yoik, 19J4 

Mrs eh, C H , The Secunlies Exchange Art of rp j f Explained, New 




Chapta XVII 


NEGOTIATION AND PURCHASE OF NEW 
SECURITY ISSUES 

Policy in Purchasing 

Socially, tlie origination of new secunty issues is the most 
difficult and impoitaiit of the functions of the investment bank- 
ing machinery oi the comitiy From a purely selfish point of 
view also, sound puichasmg policies aie essential foi two vital 
leasous. In the hist place, a secunty issue well bought is half 
sold, a lule of meichandising dial applies in the secunues 
business as much as, 01 moie than, it does elscwheie Secondly, 
the futuie of the investment house is closely bound up with 
die chaiacter and record of its past offerings The ability to sell 
securities possessed by these houses is based on public confi- 
dence in diem, and the confidence of the public can be secured 
only thiough a successful lecoid of issues which have been 
sound and profitable ovei a peiiod of time 
From the social point of view, the purchase function of die 
investment house is of fiist impoitance As the investment 
bankei chooses, among die numerous financing propositions 
hiought to him, those he will accept, lie unconsciously directs 
the How of the community's capital into ceitam channels and 

away from odiers In this way, he acts as arbitei of the futuie 

of governments and indusnies It is true that this dependence 

on the investment bankei vanes with die strength of the oigani- 
zations with which he deals, foi governments like those of die 
United States and Gieat Britain and corporations like the Ford 
Motoi Company and the Standard Oil Company are so stiong 
as to need hide, if any, aid from investment bankers m ap- 
proaching the capital market But the rank and file of om 
laiger corporate enleipi iscs largely depend on the investment 

house foi effective access to the capital markets at seasonable 
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Channels for New Financing Proposals 

Most of the largei investment houses receive legularly fai 
moie proposals for new financing than they caie to, 01 can, 
handle Befoie considering the methods by which these pto- 
posals <u e analyzed and then 1 ejected 01 accepted, we shall 
fiist take up the vaiious channels by which most of these piop- 
ositions reach the individual investment house Six oi the most 
important channels are 

i Financial and peisonal relations beLween the invest- 
ment banking house and the applicant 

s Blanches and traveling representatives, negotiators and 

3 Banks and conespondents 

4 Dnect application to the investment house 

5 Competitive bids 

6 Joining with onginatmg houses in syndicates 
Bach of these channels will be considcied in turn 

i It is a geneial tule followed m relations between mvest- 


seives another" Theiefore, when the investment house has 
once given satisfaction by selling a sccunty issue effectively, 
there results as a lule a peimanent connection between the 
issuing government oi coiporation and the banket Sometimes 
it is merely infoimal, while in other cases it is cemented by the 
banker’s acquiring a slock mteiest or a place on the boaid of 
duectois of the corporation Among the larger banking houses, 
this custom has been so generally adopted that one film will 
frequently lefuse to considei financing foi coipoiations which 
have been definitely affiliated with another. 




The success o£ such firms as Moigan, and Kuhn, Loeh & 
Company in directing and financing Tailroad reorganizations 
was followed by similar ventures m the industrial field, this 
time chiefly m the lealm of combination rather than reoigam- 
zation, but with substantially the same lesults A long string 
o£ companies thus tied themselves up to one or another of the 
major houses of issue, and tins tendency has persisted down 
to the piesent day, although it has been less strong since the 
depression A banker who can once successfully float an issue 
of a company's secuiities, especially when this is connected with 
the acquisition of a block of the company’s stock or assuming a 
place on its board of duectois, traditionally becomes affiliated 
with the future issues of that company To some extent, this 
practice has invaded the field of government finance as well, 
with the lesult that seveial European and South American 
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lesult may be that a steady sueam of new financing proposals 
may come to it bom immeions subsidianes and affiliations ol 
the company it oiiguially finances This may be assuied by a 
wiitlen pi 101 financing contiact, undei which the bankei has 
the pi 101 option on new issues ot the coipoiation befoie they 
may be sold on the same teims to otliei ouginatois 

a Independent inteimediaiies, known as "findcis,” have 
often uncoveied suitable issues and piescnLed them to banking 
houses, especially in newer and less well developed industries 
The professional piomoter of new enterprises 01 combinations 
often woiks in this way Compensation takes the form of a 
fee or peicentage of either the gross or the net piofit on the 
issue, usually paid by the bankei At otliei times in the past, 
an allotment of junioi secunties has been the consideiation 
paid the finder 

In the foreign financing field, the special lepresentative and 
finder have played a paiticulaily important idle in the past, 
for the usual banking connections aie not as geneially de- 
veloped in this department of financing. Negotiators who have 
made a constructive contribution have been men with wide 
banking and business connections abtoad, who have evinced a 
knowledge of finance and business both in the originating coun- 
try and in the home capital maiket Many of them have also 
had to have a knowledge of the intiicate international legal 
problems involved, especially in the case of foieign coipoiate 
issues, foi this is needed even to begin negotiations on a prac- 
tical basis, before it is feasible to call m expensive outside legal 
advice In some instances, however, intermediaries of this kind 
have been concerned with political and personal connections 
to obtain new issues, with at times unhappy results 

3 A well-established investment banking house often has 
numeious contacts with othei banks that bring it business An 
investment house on fiiendly teims with a commeicial bank is 
in an especially favoiable position in this lcspect, since the 
latter can lecommcnd a security issue to their clients whenevei 
bank borrowing becomes excessive or laige needs for new capi- 
tal arise Many a foieign bond issue floated here befoie 19*0 
onginally went to a Euiopean banking house long affiliated 





or other mtermediaues, but they compuse a lathei small minoi - 
ity o£ the total new financing To a laige extent, such dnect 
dealing is lestncted to highly speculative issues, houses special- 
izing m the lattei sometimes adveitismg in the daily newspapeis 
foi new secmity offerings As a lesult, a certain amount of sus- 
picion often rests on dnect applications by unknown parties 
to investment banking houses And when a financing ptoposal 
becomes known as one which has been “shopped aiound" in 
numerous quaiters, tins suspicion becomes acute 

Investment bankeis are aveise to such practices also because 
of the expense involved m a preliminary investigation of a new 
pioposition, dierefoie they want assuiance that if the finding 
is favorable they will have the financing foi themselves. 

On the othei hand, many instances are known where desna- 
ble propositions were bi ought dueedy to the investment house 
by the vendors This is especially Hue foi firms which have 
established a reputation foi successful financing in some spe- 
cialized and relatively new field, such as chain sloies, natuial 
gas 01 airplane manufactuie 

5 While most of the securities offered in the New York 
maikct are puicliased by investment banking houses as a lesult 
of direct negotiation with the vendor, laige amounts of bonds 
aie legulaily sold thiough competitive bidding At the piesent 
tune, the gieat bulk of municipal issues and some foreign gov- 





the house generally tries to secure fiom the prospective vendor 
o£ the security issue a memoiandum 01 piehminaiy contiact, 
giving it an option on the issue foi a certain period of time, 
thus ptotecting the house against negotiations with competitois 
while a moie extended and expensive investigation is earned 
on Without this option, the issue may be sold to someone else 
before the investigation is completed, thus causing to the house 
loss of effort and money expended 
In making the full investigation of the proposition which 
follows, die method vanes widely accoiding to the type of issue 
and vendor, as well as its size One leading house gives the 
following outline of the facts it seeks in most cases This outline 
serves as a check list, and data are sought on as many items men- 
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B Engineiuing Examination 

(Conducted by cnginecung expci ts employed by the Buying 
Depaitmenl) 

1 Description of scivice 01 pioduct 

a Valuation ol pioperty, taking into co nsideiation the leplace- 
ment value less depteciation, and intangible values such as 
lianchiscs, pi oc esses, patents, good will, etc 

3 Physical condition ol the propcity, incluchng its piesent con- 
dition, the impioveincnts necessaiy to put the pioperty into 
fust-class business condition and operating efficiency, the policy 
of the company with irfeience to additions, betteiments and 
maintenance, the late of depreciation and the expense and per- 
centage of gloss earnings necessaiy to maintain the piopeity 
in the most efficient opeiating condition Is the piopeity 
economically and stiategically located as to efficiency and econ- 
omy of distribution— availability of tianspoitation, availability 
to supply of taw matenals, etc ? 

4 Piesent and piobable futuie soinccs of competition, and the 
eslent to which they do oi may affect the status of the company, 

5 The laboi situation, especially the lelalionship between the 
management and employees. 

6 Companion of earnings and expenses with otliei similar com- 
panies, do they give adequate letum on the value ol the prop- 
city? What has been the effect of lates, puces of matenals, 
wages, etc , on earnings? 

7 To what extent will money be requned foi future lmpiove- 


C Legai Examinaiion 

(Conducted by legal expel ts employed by the Buying Depaitment, 
usually a well-known film of coipmation attorneys) 
i. Has the company been legally and validly oiganired, and is it 
cuncnlly in good standing with' the authouties undet which 
it was organized? 

8 Has it all franchise, chartei and othei rights necessaiy to en- 
able it to cany on its business! 1 

3 Has n good title to us vaitous properties sufficient for the use 
to which they aic put? To what extent aie they subject to any 
liens, chatges ol encumbianoes which would inteifere with the 
operations of the company or jmpau the lights of the bond-, 
holders? 
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4 Aic all legal papeis affecting pioposcd bond issue, including 
any conn acts, leases and agi cements, mdentuie, the bonds 
themselves, in piopei foimf 

5 How difficult will legistiation be undei the fccleial Secuimes 


(Conducted by accounting expcits employed by the Buying 
Depai tmcnt) 

l Compaianve eaimng statements and balance sheets over a 
penod of years 

a Compaianve statements of thaiges to maintenance and de- 
pieciation 

3 Analysis of the accounting system Is it adequate and sufficient? 
Have items been chaigcd to the piopei accounts? 

I Audit of accounts in detail 

Before the enactment of the Fedeial Secuiittes Act of 1933, 
a single oitginaloi noimally conducted the negotiations with 
the tssuei and signed the pui chase agieemcnt Nosv, however, 
because of the added liability that is inclined undei the pro- 
visions of tins statute between the time that the underwiittng 
contract is signed and the beginning of actual selling, origma- 
tois piefei to share the risk by having all the members of the 
purchase gioup sign the contiact Hence, by the time that die 
negotiations with the issuei are completed but befoie the con- 
tiact is signed, the oiiginator has organised Ins purchase group, 
vaiying ui size irom a few to twenty-five or moie membeis, to 
sign the puichase agreement with him 

The Purchase Agreement 

When the full examination is completed, the investment 
committee 01 die paitnei in chaigc of the buying in the in- 
vestment house readies a final conclusion If favoiable, the 
bankers geneially send a letter or telcgiam to die vendoi ex- 
pressing a willingness to puichase the issue on stated teims, 
often including the puce they aie willing to pay This lettei 
thus constitutes an offer to puichase, which may be accepted 
by the boaid of direclois of the coiporalion, 01 an ucaechted 
official in the case of a government bond issue Often hnal 
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approval must also be seemed fiom the stockholders ot a coi- 
poiation 01 the legislative body ol a government beloie the 
puithase can be legally consummated 
When such appioval as is requited has been setuicd, it is the 



eras assuied of obtaining the pioteeds unconditionally With 
the mtioduction of a twenty day waiting peiiod undei the 
Fedeial Secuimcs Act, howevei, and the lequirement that the 
details of the puichase agiecmcnl be filed m advance of the 
date of public olleimg, investment houses have insetted hedge 
clauses in puichase contiacts which would release them fiom 
the undei writing obligation in the event ot stated unfavoiable 
conditions The most significant type ot hedge clause is known 
as the "maihet clause,” which usually piovides that the ougi- 
natoi, as representative of the puichase gioup, “may, in its dis- 
cietion, teiminaie this agteement without liability on the pait 
ot the membeis thereof, ll prim to the time foi delivery any 
substantial change in the position of our company, 01 any sub- 
sidiary, oi in I he existing operating, political, economic or mai- 
ket conditions shall have taken place which, in om opinion, 
lenders it impiacucable 01 inadvisable to maihet the bonds at 
the puce to die public named ” 


These maihet clauses may provide in extiemc cases that the 
puichase gioup may wilhdiaw fiom its commitment because of 
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Anothei common type of hedge clause piovides that the 
issuel will indemnify pmchase gioup membeis foi losses m- 




is chosen Then a coupon late will be fixed which will peimit 
the pi icing of the issue at a point a little undei pai Investon, 
like otliei buyeis, seem to piefer such a price In part, this le- 
flects the same psychology as underlies the populanty of prices 
like 98 cents or Si 98 m the general meichandismg field — it 
gives the impiession of a baigain puce and sounds much moie 
attractive than puces like $1 or ?a.* Secondly, mvestois prefer 
to buy bonds at a discount because m that way they gain as- 
surance that the principal of then fund will not be impaiied 
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nnsiderably laigei than in the case of bonds, and stock 
mses play a mole unpoitant rflle 

'he publicity given spieads undei the Fedeial Secunties Act 





bringing m an adequate numbei of houses with distributing 
power to help assure the complete and successful disposition of 
the issue within a reasonable length of time 6 
The simplest form of coopeiation in secunty puichasing is 
the joint account, in which two firms join to handle a single 
transaction Many of the principles undeilymg the coopeiation 
of three or moie houses in what are geneially known as syndi- 
cate transactions may be seen m simplified form in the working 
of the joint account These tiansactious involve a manager, 
usually the house which onginated the issue, in older to assure 






among themselves to act as a pmchase gioup, and make a 
formal agieement to that effect Thu pm chase group, because 
it assumes die sole underwriting liability as a uile, lias the 
key idle in origination today 

The originating banker usually acts as manager of a pmchase 
group, unless he prefers to defei to another, better-known or 
latger house A portion of the commission letamed by the pur- 
chase group is usually turned over to the onginator in recogni- 
tion of his leading rile in die tiansaction The other members 
of die purchase group, however, being "underwriters” as the 
term is defined by the federal Secuiities Act and being liable 
accordingly, conduct some investigation of them own also 

The purchase group now usually consists on an average of 
about ten members, although in a few instances a much larger 
number of houses are included Each member of this group 
makes a definite underwriting commitment, by which lie agrees 
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ISSUES 
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pm chase gioup and of the inteimediate gioups that w 



As a lesult of the elimination of mtei mediate gioups, the 
purchase gtoup naturally leceives a largei piopoition of the 
gioss spiead between the puce to the issiiei and the public 
offenng pi ice tlian formerly 

In the case of most municipal issues, bids aie made dncctly 
by purchase gioups, seveial of which may be oigamzcd foi the 
puipose The small maigm of piofit militates against the mul- 
tiplication of syndicates m municipal bond operations, although 
cases have ansen where one syndicate which acted as both the 
purchase and the selling gioup, having failed to dispose of the 
entire issue, lias sold the unsold poition to a different syndicate 
in oidei to dissolve 











It is customaiy foi established coi potations to sell their stock 
issues duectly to then oan stockholder, tathei than to the gen- 
eial public through an investment banker In many individual 
cases, fuitlieimore, bond issues, especially svheie they aie con- 



cheapest and most effective method for raising nesv capital 
Wheie this piactice is followed, the cotporation frequently finds 
it desirable to assuie itself that the securities so offered will be 
taken up by the shareholders thiough the formation o[ an 
underivuting syndicate 

Such an undei writing syndicate consists of a gioup of bank- 
ers which, foi a consideiation, guarantees the sale of the issue 
by contiacting to purchase, on the same teims as the shaie- 
holdeis, any poition which the latter do not subset ibe for, 
Thus, an issue of $1,000,000 of stock may be offered share- 
holder at 100 If they take only $400,000 of the issue, then the 
undei writer' syndicate will lake over the balance of $600,000 
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■ homes have lound il piohtable to draw increasingly 


usually tight 

Pioposals have been advanced to put the management of the 
mvenloiy pioblem upon a moie scientific basis thiough the 


house may work out a monthly sales budget which the buying 
depailment must meeL in oidei to saLisly the requirements of 
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Appendix 1 

PURCHASE CONTRACT (UNDERWRITING AGREEMENT) 1 
U 9 S 5 ) 

Octobei 14, 1935 

Morgan Stanley 8 . Co, Incorpora mi 
8 Wall Stieet, 

New Yolk, N Y 
Deal Sirs 

Illinois Bell Telephone Company (liercinaftei called the ‘'Com- 
pany') pioposes to issue $45,000,000 puncipal amounL o£ Its Fust 
and Refunding Moitgagc Bonds, Senes B (heieinaltci dcsig- 
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ISSUES 
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Appendix II 

PURCHASE GROUP AGREEMENT 1 
(•935) 

$90,000,000 

Wilson & Co, Inc 

Fust Moitgage Twenty Year Bonds-Senes A, 4 % 

Due July 15, 1935 

July sfi, 1935 

Edwaid B Smith & Co , 

31 Nassau Sheet, 

New Yoik, N Y 
Field, Glote & Co , 

193 South La Salle Street, 

Chicago, Illinois 
Deal Sirs 

We wish to confhm as follows the agieement between yoursdves 
and each of the undersigned with respect to the puichase by youi- 
selvcs and the undcisigned seveially (youiselves and the under- 
signed being sometimes hereinaftei collectively lefeircd to as the 
"Puichase Gioup") and the sale to the public of an aggicgate of 
$90,000,000 punapal amount of Fust M01 tgage Twenty Year Bonds 
—Senes A, 4%, due July 13, 1935 (hereinaftei sometimes refeued 

















Chaplei XVIII 
SELLING GROUPS 


The Distributing Problem 


111 the pieceding chaptei, the piocess o£ 01 lginating new se- 
em ity issues was tiaced, and the steps taken by investment 
houses in puithasing and caiiymg new notations pending then 



length of time They aie m the business of merchandising 
secunties, and a catdinal piecept of modem merchandising in 
geneial is a quick tuinovei Hence, the most impoHant pan of 
the investment banking piocess is the actual sale of the new 
offerings to inveatois 

Piactices connected with the negotiation and puichase of 
new security issues have been piofoundly changed in letent 
years The business of oiigiuation is largely lestricted to a 
lelatively small number of houses with wide connections and 
resources, who now bear the full burden of underwriting and 
cai lying new issues m piocess of syndication Methods of dis- 
tubuting securities have been changed conespondingly, but in 
general to a lessei extent 

In considering distributing syndicates, it is impoitant to note 
that three distinct and sometimes conflicting aims aie striven 
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offcung, as many paiticipants may be able to place only part 
of the bonds they ask £01 In the case of a largei issue, seveial 
bundled houses will be appioached 



eailiei, but undei the Act no sale can be made without giving 
the buyei a piospectus Hence, dealers cannot be foimally 
asked to join the selling group until the registiation statement 
is effective. 


Another complication was introduced by a piovision of the 
Code of Fan Piactice for Investment Bankers, to which many 






Typos of Selling Groups 

Two mam types of selling gioups are in general use One 
offeis the participant the light to make a fum subset iption, on 
the morning of the offeung date, fot a fixed amount of the 
bonds or stock If accepted in svhole ot in pait, the selling group 
membei knows how many bonds or shales lie is ceitain to get 
Such a participation is not subject to allotment 

The usual wording of a selling gioup letter piovision per- 
mitting a Him subscuption is as follows 
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amount is subject to allotment by the syndicate manager The 
usual wording of such a general lequest foi subscriptions, sub- 
ject to allotment, is as follows 

The seseial Undeiwntcii aic oiTeimg to certain investment 
bankeis (heiein called the Selling Gioup), in which they are pleased 
to include you, the lighL to subscribe, subject to allotment, to , . 
shaies, pan of the issue of such Stock 

Subsaiptions subject to allotment must be lcccivcd by 

The hist foim, m which a fixed amount of bonds is olfeied 
to the dealeis, has geneiully been the moie populai An atti ac- 
tive issue, leadily salable, will almost invariably be offered by 
the purchase gioup on a him basts A less desuable issue, on 
the other hand, will be offeied foi subsaiptions in any amount, 
as a mle The acceptance may be foi a pait, as well as for the 
whole, of the amount pi offeied m many cases, although pattial 
acceptance is not always acceptable 

Tha Selling Group Agreement 
The opeialion of the selling gioup is governed by the agree- 
ment embodied m the letlei of the managei This agiecment 
vai les considerably in form and content It is generally a simply 
svoided and concise document, but experience has caused the 
inseition of a number of provisions to ptevent the develop- 
ment of abuses m opeiation A sample selling group letter is 
piesented ill die appendix to this chaptei 
The chief points m the usual selling gioup agiecment aie 
the following 

1 Description of issue 

a Concessions to niembeis 

3 Handling lepuichased secuuties 

4 Allowances to othei dealeis 

5 Teimination of gioup 

6 Expenses 


In individual cases, any othei piovmons are included as found 
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The lattei gives a full desciiption of the issue and 
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cally added that any dealei obtaining such concession auto- 
matually became subject to the lequnement that all sales be at 
the publit offering price duung the life of the syndicate 

5 Termination of Gioup — The dmation of the selling 
gioup is one of the most important matteis that must be specifi- 

cally piovided in the agreement The most common provision is 
that the gioup shall have an existence of go days, subject to 

earlier teimination by the managei, while il may be extended 

foi a penod up to go days mole by members lepiesenting 75 
per cent of the issue In seveial cases an initial life of 45 days 
is piovided 

Quick teimination of syndicates is favoied by many invest- 
ment bankets They contend that the existence of many open 
syndicates at one time gives the bond maiket an artificial chai- 
acter and tends to frighten buyeis away fiom new issues, thus 
demoializing the maiket even at times when fundamental con- 
ditions aie iavoiable to the laige-scale distubution of securities 

6 Expenses — The selling gioup mans ceil am expenses, 
apaii fiom those of the puichase gioup These may be cliaiged 
in some cases against the merobei dealeis, but it is far more 
usual to have the purchase gioup absoib these outlays 


Selling Group Operation 

In the opeiation of the selling gioup, the managei has 
supieme powei within the limitations of the agieement In 
oidei to lemove any doubt on this scoie, a paiagraph may be 
inserted in the agieement which piovides that the manageis 
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icceived in the public loams of taverns 01 coffee houses and 
mscubed in big recoiding books, the piocess of making the 
foimal public offeung is called "opening the books ” When the 
books aie opened, the managei accepts subsciiptions to the 
issue from both selling gloup paiticipants and outsideis The 
pnvilege is letatned "to 1 eject these subscriptions in whole 01 
in pail,” except wheie film subsciiptions may be made by sell- 
ing group membeis Outside subscubeis may not have much 
prospect of getting allotments if the demand for it is heavy. 

The manager reserves the light to close the books at his dis- 
ci etion If the demand for the issue is veiy gieat, the books 
may be closed immediately on opening, and announcement is 
made that the issue has been oversubscribed Wheie the lesults 
are not good, the books may remain open for weeks and months 
In fact, they may nevei be formally closed, the unsold bonds 
being distributed to members of the purchase group on its 
expiration date It is understood, of couise, that announcement 
of oversubscription does not by any means indicate that the 
entire issue has been placed with investors Members of the 




INVESTMENT BANKING 





SELLING GROUPS 479 

The Investment Bankets Code provided £01 a 5 pei cent 
down payment by subscnbers to new oflenngs 

On the date ot payment, tempoiary secuuties aie deliveted 
against cash payment by subscnbers It usually takes sis. months 
or more to prepare peimanent engtaved ceitificates of bonds 
01 stock, especially ol the formei, witli then coupons Hence, 
it is common piactice to delivei tempoiary certihcates that can 
be printed quickly Such temporary secuuties are negotiable 

and lepieseut the final secuuties in all tiansactions until the 

latter are issued 

II foi any leason tempoiaty bonds 01 stocks, as the case may 
be, cannot be delivered by the issuing corpoiation, then the 
underwriters may issue leceipts, usually teimed mteiims, 
against payment by investois The Insestment Bankets Asso- 
ciation of Ameuca, and the Investment Bankets Code, have 
both provided that the underwriters shall hold actual secuu- 
ties or cash m a sepaiate tiustee account, to piotect holdeis of 
the intenms Where secuuties aie held, the undeiwnters’ le- 
ceipt, which in appearance lesembles a tempoiaiy bond 01 
stock, is known as an interim ceitificate, and if cash is held 
it is then an interim leceipt Wlieie the securities or cash are 
held by a trust company which issues a receipt of its own, then 
die lattei is known as a oust certificate or dust receipt Wheie 
a dealer issues his own receipt, it is known as a dealei’s leceipt 
In view of the so-day waiting period under the Act, it is now 
usual to have tempoiaiy bonds or stocks fiom die issuer availa- 
ble before the stated settlement date, making the use of in- 
terims and dealers' leceipts unnecessary 










will not be thiown back upon the maiket for a penod o£ Go 
days 01 so Dealeis outside the syndicate may obtain securities 
m tins way at the full selling commission and can sell them 
piofitably below die public offering puce, as these outside deal- 
ers aie not subject to tbe terms of the syndicate agreement 
The invoice covering such bonds usually beais some such nota- 
tion as "syndicate bonds — ptotect ” 

Pievention of the price-cutting abuse is sought in the syndi- 
cate agreement by provisions petmitting the cancellation of 
die participation of the offending house by the managei How- 
evei, since these abuses are most maiked svhere the public 
lesponse is poor, such cancellation may be quite desitable from 
the viewpoint of the offending house Hence, the more effective 
cure is publicity foi houses which regulaily and willfully vio- 
late agreements, so that they can be debarred fiom future group 
participations The Investment Bankers Association of America, 
which has spent much time and labor in an effort to impiove 
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syndicates, especially in municipal issues, is to form a "second- 
ary” selling gioup, which takes ovei from the ongmal syndi- 
cate die unsold balance of the offering In this way, extensive 
"dumping" of such secuuties is pi evented The new gioup, 
including houses not in the first syndicate, puts new oiganiza- 
lions to woik in selling the issue, and is expected to hasten ns 
distubution The bonds are usually turned ovei at cost by the 
fiist distiibutmg syndicate 

Another expedient sometimes encountered is to permit sell- 
ing gioup members to tiade among themselves, so that houses 
which have taken down more secuuties than they can sell turn 
them ovei to (hose who have a shoitage of supply, at 01 neai 
die public offering price less the full selling gioup concession 
This is known as inlet trading The selling gioup lettei will so 
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price movements, with special reference to the subject of peg- 
ging quotations of specific issues, is Heated m Chaptei XX 
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ing Syndicate shall be deemed to have been duly given if maii 
01 telegiaplied to such membci at the addicts to which this — 


Chattel XIX 
SECURITY SELLING 


Analysis of the Market 

The success of the investment banket in distnbuting depends, 
of course, upon his establishing an adequate buying clientele 
upon which he can tegulaily depend 

Basic differences m the piactices pursued to attain tins end 
exist in different countues They may perhaps be best ll- 
lustiated by the case of the United States and Great Britain 
In the latter countiy the customer is attiacted largely by gen- 
eial confidence in die issue 01 selling house In the United 
States, on the other hand, although it has been believed neces- 
sary to develop a much more highly specialized and personal 
mechanism foi disposing of securities, while confidence m the 
sponsoring is an important factoi, a much more aggiessive pro- 
ceduie foi placing the issue in the hands of the investor is 
deemed des liable This distinction m point of view illustrates 
a fundamental aspect of investment banking— the type of solici- 
tation or selling method which has been developed as most ac- 
ceptable to, and most likely to succeed with, the investing pub- 
lic in any given case 

The selling method used depends a great deal on the chai- 
acter and habits of the gtoup in the community to which the 
selling appeal must be made Thus a nation which is largely 
given to the placing of its surplus capital in savings banks, and 
which is not accustomed to the judging and holding of securi- 
ties directly, is not likely to offeT a particulaily satisfactory field 
foi the selling of bonds to individual investors In similar 
fashion, a group of bond buyers who have been habituated, 
like tlie rank and file of French investors, to the purchase of 
securities largely on the basis of low yields with a high degree 

of safety, aie not likely to be strongly appealed to by offerings 
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tuuons which pui chase toi then own account and nsk 

(b) Tiust companies, investment counsel, and othei 
fiducial les which puithase on behalf of the owneis of funds 
that have been intrusted to their care 

(c) Institutional mvestois, such as intiuance companies, 
which have veiy cleaily defined needs and buy securities 
with a view to meeting peculuu technical requncments of 


a Tiade buyeis who puichase with a view to mailing the 
secunties Among these may be recognized 


(a) Investment houses which sell to small investors, 
earning a piofit fiom the selling group concession 01 dcal- 
eis’ discount 


(b) Houses that take a position in an issue with a view 
to sale aftci its anticipated appreciation 








peimit II is estimated that in the Untted States die total num- 
ber o£ sectuity holders thus developed eventually amounted to 
15,000,000, including, of couise, a great number of duplica- 
tions and speculators a Although many of these buyeis wcie 
tempoiary and spoiadic, a gieat many otheis retained the habit 
oi putting then funds into secunties, and, although diey may 
have disposed of their Liberty Bonds soon after the close of 
the war, they shifted over into other fields of investment and 






lauzed by customei campaigns by public utilities, peiiods of 
shaiply rising quotations, and the gi eater lelative stability of 
many industrial enteipuses In igay, the Investment Reseaich 
Committee of the Financial Advertisers Association estimated 
theie weie apptoxunately 3,000,000 bond buyeis in this coun- 
tiy 

The Role of the Salesman 

Widespiead solicitation by bond salesmen who visit the cus- 
tomer and suggest to him the desirability of putting his funds 
into specified issues, long in vogue in tins countiy, has been 
the outgiowth of the desue of investment bankers to leach a 
huge clientele of individual investors It implies the organiza- 





may compel the salesman in the futuie, in self-piotecuon, to 
make himself fai more expert than he is now in the intimacies 
of die securities business and the problem of security valuation, 
and in this task the technically trained man is ceitain to win 
eventually 

Men tend to concentrate in any business and piofession in 
which the gams aie large, legardless of then own peisonal fit- 
ness for the woik So the security business, which was of limited 
scope befoie the wai, attracted many thousands of men and 
some women fiom other walks of life to join in establishing 
huge selling organizations which were cieated almost ovei night 


Between lqsi and iqs8, the bond market enjoyed a lemark- 
ably sustained bull movement, in which the yields of repiesenta- 
tive bonds fell appioxunately 50 pel cent Undei such condi- 
tions, of course, it svas unusually easy to sell new security issues 
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moters, lor example, have on occasion sought to take for them- 
selves the benefits of good judgment shosvn in making pui- 
chases, and allowed to the investoi only a very modeiate or 
"normal” late of leturn, while icquesting him to cany the lisk 
of losses from depreciation of secunties whenevei their invest- 
ment judgment turned out to have been bad It is fan to sup- 
pose that a laige propoition of investment will continue to 
assume the cooperative 01 institutional foim, especially as such 
institutions develop highei standards of ethics Institutional 
investment, in fact, bids fan to be the ultimate general type of 
individual access to the maiket 






Recent expenences have tended to show moic and inoic 
cleaily the existence of a trend away from the nanow limitation 
of institutional buycis to ngidly piescribed classes of secuuties, 
and towaid a plan which would base the choice of such buyers 
upon the quality and chaiacter of such secuuties lather than 
upon any purely aitificial or descriptive test Ouginally, savings 
bank investment statutes limited purchases to mortgage bonds 
of specified lailroads Later, piovisions of law were bioadened 
to include any moitgage lnihoad bonds which piesent a definite 
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Adaptation to Needs of Investors 

Much can be done m issuing new secuuues to adapt them 
to the needs o£ buyeis In oidei to accomplish this, attention 
must be given to the extent and chaiactct o£ the lcstrictious 01 
qualifications tliat aie imposed by existing lasv upon investois, 
paiticularly institutional buyeis 11 , loi example, a given kind 
ot undeilymg senility is lequned by law 01 by uistoin as 
svidely obseived and lollosvcd, the tesult is to limit buyeis of 
this class of investment secunty to those issues which corre- 
spond to then needs A new issue may often be made to con- 






the earning powei of a given enterpnse, and that die possession 
of a legal lien upon corporate propel ty is not usually of itself 
an especially valuable protection to an investor, natuially leads 
to a slutting of his interest from one type of secunties to the 
other The avciage investoi seldom operates on the basis of any 
definite and consistent theory of investment, and when he does, 
it is likely to be enoneous in whole 01 in part 
The ideas of investors and their attitude towaid the whole 
investment problem, in fact, change slowly from peiiod to pe- 
riod Such changes, however, when they do occui, olten come 
unexpectedly, and baffle both bankers and investors for a time 
They may anse fiom changes m die business situation, which 
lesult in holding out hopes of large piofits to be made through 
participation in the actual ownership of the business, thus 
lendermg stocks mole attractive than the bonds whose ownei- 
slup places the individual in the position of creditor Changes 
in cuirency and credit policy, taxation, business law and ethics 




investors, and has facilitated the educational process matenally 
Registration statements and prospectuses furnish a mass of 
pertinent factual mateiial, while the provisions of tins legisla- 
tion should also tend to laise the standards of accuracy and re- 
liability of published infoimation 
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Chaplet XX 

MAINTAINING THE MARKET 


Price Stability 

Particulaily dining the pi ocess ol initial distribution, but 








issuing corporation 

Activities of this hind have been gicatly cm tailed in lecent 
years for seveial seasons In the first place, the tenons losses 
mail red by investment bankers, issueis and broheiage houses 
m connection with maihct suppott opeiations in the period 
iga8-ig<ja have taught that they can be veiy costly to those 
who sponsor them They may give the maihet a fictitious 
stability while the support opeiation is earned on. During 
a subsequent deflation period, heavy liquidation by those who 
have been conducting suppoit opeiations may cause the quota- 
tion to decline far more seveiely than would have been the 
case otlieiwise 

In the second place, the capital lesources oE investment 01 
brokerage houses at present aie usually fai smaller in lelation 









igag, and the Cities Semce Corpoiation, through affiliations, 
consummated a similar suppoit opeiation at about the same 


This method of market conti ol consists of advancing the 
pegged puce by, say, one-eightli ot one-quarlei poult during 
each trading season PiospecUve buyeis of the secunties, seeing 
the stock rise steadily and the oppoitunity for profits missed, 
often succumb and purchase without much regard to the other 
investment factots involved Needless to say, opeiations of 
this kind can piove veiy costly when they aie continued m 
the face of general liquidation in the secuuty maikcls Their 
legality now is questionable m die light of the piovisions of 
Section g of die Secunties Exchange Act of 1034 
A third maiket control method involves the placing of 01 dels 
on a "scale down" or a "scale up ’’ Thus, if a bond is offeied 
at a price of g8, after the syndicate suppoit order is lemoved 
the banker may place orders in the maiket for 10 bonds at g7V4< 
ao bonds at g7, go bonds at gfi^£, and 50 bonds at gfi Con- 
veisely, he may place selluig orders similarly on a scale up 
These order* place a considerable backlog of support behind 
die security on a decline, while bonds thus acquired are sold 






them The establishment of a satisfactory sinking fund pio- 
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established only ovei the countei Tiading m an issue on the 
Exchange can be begun only aftei legistiation has been com- 
pleted and the actual secuuty is available for delivery Ex- 
ceptions aie made only in the case of securities issued in 
exchange foi all eady listed issues 


Technical Conditions of the Market 
If an issue is subject to special manipulation it geneially 
fluctuates moie easily when the floating supply in the hands of 
short-term tradeis is small, for it is a widely observed fact that 
it is usually difficult to induce mvestois to pait with long- 
pull holdings of securities On the other hand, maigm tiadeis 
are easily induced to take pioflts aftei a rise Theiefoie, most 
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Pool Operations 

The most common type of manipulation, and the most effec- 
tive, has been the pool opeution 

A speculative stock pool was a syndicate foimed by a gioup 
of men who join for the purpose of acting togethci in laismg 
01 loweiing the price of a secunty Most pools aimed at highci 
prices — some belonged to the class of “beai pools” which 
profited by a decline 

In the typical "bull pool” operation, tlieie were thice im- 
poitant stages They weie 

l Accumulation — Heie the pool, having been oiganwed, 
sought to acquire a block of die stock without disturbing the 
puce When skillfully conducted, this was accomplished with- 
out any public indication being given of what was going on 
The particular stock was bought whenever it declined, espe- 
cially when the general market was weak and liquidation oc- 
cuired When the stock tended to use, the pool would leave 
the maiket alone, oi, if necessary, it threw a block of the al- 
ready purchased stock on the maiket to lowei the puce 

> Advancing the Puce ( Marking Up) — Having accumu- 
lated the stock, die pool was leady for the advance in price, 
as a result of winch it would be established at a higher level and 
1 thus give it a paper profit Undei the best conditions, the pool 
would not have to buy much stock to put it up, lelying on a 
few days of unusual activity to attract a public following Such 
outside buying then automatically raised die price because the 
pool had already cleaned up the floating supply and thus made 
die quotation highly sensitive, as long as it did not itself m- 
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The above exposition of the typical pool action does not al- 
low for particular developments which the pool oitcn foiesaw 
and which would greatly facilitate its activities While many 
a pool engaged mciely in manipulation, the majority doubt- 
less planned to discount some paiLiculai development which 
would tend to increase the value of the stock Laige earnings, 
a higher dividend, a slock dividend, a meigci— these wete a 
few of the contingencies which pools sought to take advantage 
of ihiough the piocess of accumulation, maiking up and dis- 
tiibulion They weie thus an incident to the speculative mai- 
kel, making puce movements moie rapid and decisive 

The fact is that the so-called "public" is, fiorn the speculative 
point of view, melt foi the most part It follows the “leadei," 
“tips,” and seeks suggestions from evety sotuce The "msid- 
eis" and professional speculates, including banking houses and 
biokers, with theu oiganization, supenoi means and bettei 
knowledge of the affans of the individual company and of the 
technique of the securities nuiket in general, show the way 
In the long tun, nothing attiacts public buying so much as a 
steady use in puce of a security, accompanied by active uadmg 

It must not be supposed that such manipulation was always 
successful, even under what appealed the most favoiable aus- 
pices When the expected development did not occur, or, more 
fiequently, when general conditions suddenly tinned adverse 
and liquidation became geneial thioughout the market, the 
pool might be faced to "unload ” The pool was almost m- 
vaiiably a maigin tiader, bonowing on the stock which it 
bought Fiequently, it pyramided on thin margins, buying 
moie aftei it had laised the price of the stock alieady bought, 
the consequent highei market quotation peimittmg it to bor- 
row on the Gist block the funds with which to pay fa the 
second Let an avalanche of selling hit the maiket, and the weak 
and badly conceived pools would see their stocks thrown on 
the market by biokers and bankers who found the maigin lm- 
paued. The annals oh ihe Exchange are leplete with stories of 
pools that failed m this way 

Manipulative activities of the kind described weie not neces- 
sarily earned on by gioujis as indicated A single brokerage 






The undersigned agree and covenant to become parties to a 

Hading account in shares of the issue 

It is undetstood that each paity signing heieto assumes a 85% 
liability in the account and, as a condition of his becoming a mem- 

bei of tins gtoup, deposits immediately with $ as 

initial maigin 

It is understood by all parties concerned that this account is to 
be conducted suictly in accoi dance with the Stock Exchange usage 
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Function of Management 

In an earhei chaptei 1 the oiganization ot investing institu- 
tions was outlined, and the savings bank, trust company, invest- 
ment trust ami olheis sveie assigned then places in the gcneial 
sluictme of American investment banking as developed within 
lecent years Only general tefeience was theie made to the 
woik of these institutions in their legulai operation It is now 
time to cousider in some detail the piactical application ol that 
phase ot investment banking which may be descubed as in- 
vestment management — the care and supetvision of the funds 
and investments ot individuals or coiporations by institutions 
that make it their sole 01 at least primary business to invest toi 

Such institutions may, fiom this point ot view, be divided 
into two bioad groups The first gioup receives funds bom 
depositors or purchasets of then securities, and manages them 
m a common pool Their earnings may be regarded as includ- 
ing two elements — a letuin on the capital employed, and a 
profit which lepiesents the additional income earned through 
the special effects of the management of the institution Where 
such management is specifically designed to gain a maximum 
return, as in the case of the investment tmst, tins additional 
profit element may assume large propoitions. The second gioup 
ot investing institutions, typihed by the trust company, spe- 
cifically segregates the funds of individual investors, who thus 
leceive the profits and sustain the losses on the capital they 
assign to the investing institution The latter is remuneiated 
by a fixed payment that normally lias no relation to the lesults 
achieved in the investing process 










A smvey of ament management institutions which aie able 
to direct their funds as they choose shows that there is no single 
orstandaid type of poitfolio management policy, but that man- 
agers still follow theones of investment which differ from one 
another Even where there is substantial agreement on basic 
theories, in practice they adopt points of view that aie widely 
at variance with one another, because of the fact that invest- 
ment methods necessarily differ widely according as the needs 
and requirements of individual beneficiaries differ among them- 
selves Nevertheless, theie are a few geneial canons of invest- 
ment management which are substantially similar in most of 
these institutions These are the quality of securities, diversi- 




INVESTMENT MANAGEMENT 


piactice that depreciation in puce will be unlikely, and that 
a laige income or appieciation o£ pnncipal is to be teasonably 



kind of study, in ordei to make suie that within the geneial 
groups or types of secunties which are to be bought, those 
which aie actually selected for pui chase shall come up fully 
to die standard of the gioup, and shall confoim to such canons 
of desu ability as the purchaser has laid dosvn, however bioadly 
01 vaguely In geneial, die dcsue of investment manageis is 
to buy secunties that have been "seasoned," although where a 
management believes itself to be m close touch with a group of 
onginatois 01 promoteis in whom it has confidence, it may 
allosv itself to take a position m issues which have not been 
seasoned but which have gieat possibilities of profit This policy 
is of course moie frequently to be noted in the case of invest- 
ment trusts svluch aie specifically organised for the purpose of 
carrying on investment in fields in which gieat piofits are ex- 
pected through appreciation of values, but in which any given 
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ability ill case the manageis should find it desuable to liqui- 
date the commitment Limitation o f secunties bought to an 
amount small enough to msuie that the actual conuol of the 
concern shall lest elsewheie is intended to pievent the man- 
agement institution horn getting into the position ol operating 
or being lesponsible fbi an undertaking m which investment 


Diversification 

A second canon of conduct on the pait of investment man- 
agers is diat of di verification By diversification is meant the 
distribution of investments in such a way as to avoid too 
great a concentration of usk This diversification may take four 
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ment of prices By adapting then theoiy of business cycles to 
conditions in the various gioups of sliaics, many investment 
manageis believe it possible to get out of fluctuating secunties, 
such as storks, at favorable moments and shift then funds 
into securities that fluctuate little, such as bonds, and again 
to shift them back again when the raoie volatile secunties have 
leached low point In othei cases, the cyclical thcoues aie 
ignored, and instead secunties aie bought on the basis of ad- 
vance knowledge of fhvoiable developments in individual 
companies or mdustnes Other investment manageis have 
claimed the ability to maintam a constant process of appiecia- 
tion in investments through the shifting of funds horn one 
market or counuy to anolliei which is at a dilfeient stage ol 
the business cycle 01 gencial economic development Theie has 
as yet been no demonstiation of ability to do any such thing 
avei extended periods of time and tluough various types of 
maikets Mote paiticularly, developments during the panic 
period of igag and the subsequent depression have given little 
evidence that would encouiage belief m, or reliance upon, a 
policy o£ this kind as a continuing souice of profits It is quite 
true, howevei, that tluough the maintenance o£ caieful sta- 
tistical and trading departments, and through constant com- 
parison of values between different groups of securities, it is 
possible for an investment manager to shift by prompt action 
from one secunty 01 group of securities into others m which 
the possibilities of piofit are gi eater 
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cl To keep uust funds sepal ate 

Tempoiaiy deposits in banking depailmcnt 
Deposit designated as Tiust Fund 

3 Legal Pi mciples Governing Nalmr of Iimcstment 
a "Piudent man” tlieoiy 

b Speculation excluded, but investment permitted 
c Relative unpoitance of safety of puntipal vcisus amount of 
income 

d Reasonable diversification lequncd 

e Tiustee not suidiaiged foi losses on peifcctly ptopei sccun- 
a Continuation of Investments 
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manage theii own affahs, not in legal d to speculation, but in 
legaicl to the permanent disposition of the funds, consideiing 
the piobable income as well as the piob.ible safety of the 
capital to be invested " 

The New Yoik Conits have adopLed the same tests, in p.iiticulai 
foi those tiusts which vest disci etion in die tiustcc, die leading 
case being Matter of Hall, handed down in iqon 
The decision contains seveial significant leatmes 
a It lays down a “pindent man” thcoiy 
b. It distinguishes between speculation and investment 
c It emphasizes amount ot income as well as safety of pi in- 

Good faith is of course, fundamental 


a. "Piudent man" theory 

The general rule was oaily stated (i86g) in the following 
woids "The hustec is bound to employ such diligence and 
such piudence in the caie and management, as in geneial, 
piudent men of discretion and intelligence m such matters 
employ in then own like allans ” 

The degree of caie to which the trustee is held is not lit! 
opinion of the secunty nor that of some intei ested paity, 
but what a noimal 01 prudent mail would think of it as 
applied to his own peisonal transactions 

b Speculation excluded, but investment permitted' 

In view of the "piudent man" dieory, the couits exclude 

The tests of a speculative bansaction have been laid down 
m vanous cases They ate included in the following pio- 
nouncements. 

i Investment fm an unceitain and doubtful use in the 

a. Its puipose is to increase the estate 01 lealire a profit 
fiom the tiansaction, while the purpose of an invest- 
ment is to secure an income 

3 It will generally be conceded that a mere business 
chance or pi aspect, however premising, is not a propei 
place for trust funds While, of couise, all investments, 
however carefully made, are mote or less liable to 
depreciate and become worthless, experience has 
shown that certain classes of investments aie peculiarly 
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judgment It is asked in such cases to do mote than the 
ordinal y trustee and to undertake mole work 

5 Conciete Restuctions in Netu Investments 

The general principles stated m Sec 5 have been applied m 
a numbei of specific instances As a lesult, the following concrete 
restnctions on new investments have been laid down 
a Maigin stock speculauon is baited 
b. Active conduct of business is baned 
c The company whose secuntics aic puicliased must 
a Not be new 
b Have a dividend lecoid 
c Have ample pioperty 

d, The secuiity must be seasoned and be well tegaided as an 

e The tiustee must considei conditions in the industry 
f Industnal common stocks may be puichased for a discie- 

g. Expicss 01 implied power to invest is necessaiy 
These lestuctions ale especially lmpoitant foi those secunties 
not on the legal list They relate pumanly to the individual 
security, and do not penalize a trustee who buys at the top puce 
in the maiket, provided that he buys a standaid security 

a Margin stock speculation batted 

The courts have opposed maigin stock speculauon, even 
wheie begun by the testatoi and meiely conunued by the 

b Active conduct of business hatred 

The conits frown upon active participation in the affans 
of corporations, even where the trustee claims Uiat he is 
carrying out the developmental plans of the testatoi by en- 
gaging in such new ventures Only business undertaken by 
the decedent can be cained on under the conditions men- 


Company must 

have dividend record; 
have ample property 

These requuements obviously haik back to the idea of a 




Chaptei XXII 

REGULATION OF SECURITY SELLING 


History of Regulation 

While banking regulation has been known in tins countiy 
fiom the tune of the establishment of the flist commeici.il 
banks, the security business escaped specific regulation until 
lecenl years Investment banking was fully developed long aftei 
commercial banking, and it affected directly, until recently, a 
much smaller segment of the population The banks, especially 
in then note issue function, came into contact with virtually 
all elements in the community Hence, the demand loi govern- 
ment control was not as great 
Although laws to regulate the issuance of securities weie 
known tn Germany and Fiance before 1900, and in England 
such legislation was passed at the opening of the piesent century, 
no such geneial laws appeared on the statute books of an 
American state until 1911 Only in the case of railioad and 
public utility securities did the states pass laws giving jurisdic- 
tion over their issuance to duly constituted commissions with 
varying degrees of posvei A numbei of legal enactments were 
made 111 several states governing security trading, as distinct 
from new issues Some of these, such as the laws of 181a foi- 
bidding short selling m New Yoik State, fell into disuse 01 
were repealed, while otheis remained on the statute books 1 
The first state law regulating the sale of investment securi- 
ties was passed m Kansas in ign It boie the name of blue- 
sky law, a tetm which has since been applied geneially to this 
type of legislation The name was first applied to “high-pres- 
sure” piomoters who at that time inlested the state and sold 
fraudulent securities to farmers in huge volume These pro- 
moters had come to be called "blue-sky merchants" because 

1 A discussion oE oldei exchange and hrokciagc law rna> be found in Goldman, 
S P , Stock Exchange Lam 
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chants weie frightened and tlien depiedations wcie shaiply 
leduced Latei, Kansas modified hei law to involve less juiis- 
diction over the speculative quality of securities by the Charter 
Board, in lesponse to an adverse decision oC the Supieme Cornt 
The Kansas statute was almost immediately copied by the 
province of Manitoba, Canada Other states successively passed 
laws along similai lines Foi seveial yeais, the fate of the blue- 
sky lasvs hung in the balance because of litigation over their 
validity and scope They were attacked chiefly on giounds of 
unconstitutionality, and then opponents won a number of 
victories in the state and lower fedetal courts However, the 
Supreme Couit came to the rescue, and in 1917 a series of 
cases declaied the blue-sky lasvs of Ohio, Michigan and South 






ing these securities may be required to gel a license fiom the 




undei a relatively small bond, the major reliance of the law is 
upon the requuements concerning the secunty issue itself, 
which must be fulfilled before it may be offeied foi sale within 
the state Registration mainly serves die puipose of facilitating 
the seivice of legal process on dealers who violate the law The 
Illinois law, in fact, specifically states that “the Secietaiy of State 
shall not issue any ceitificate or wiitten evidence to any pei- 
son Tegisteied as an owner, dealer, broker, soliutoi or agent ” 
In this way, the state avoids giving an implied assurance of the 
reliability of dealers, such as is given in states where formal 
licensing is required 


Regulation of Dealers 

In their regulations licensing dealers, the blue-sky laws have 
two distinct aims In the first place, many of the laws seek to 
elicit enough information before gt anting a Intense to assure 
that the dealer is solvent and financially lespomible Secondly, 
by the meie act of registration, the state authorities are enabled 
to keep watch on the activities of dealers, and to trace those who 





INVESTMENT 





INVESTMENT BANKING 




listed on the New Yoih Crab Public utility secuuties, includ- 
ing lailroad issues, since they aie issued by companies subject 
to tegulation by governmental bodies, also are generally ex- 
empted There aie such exemptions in twenty-eight states as 
o£ a lecent date 

The exemption list is fi equently, for the laige investment 



where possible Thus, a number of investment tiust n 
onginally listed on the Boston Stock Exchange because this 
gives exemption under the blue-sky laws in several states By 
listing in Boston lather than New Yoik, two advantages were 
gained Theie was less difficulty in maintaining the maiket 
on the smaller exchange, and less stringent legulalions gov- 
erned listing there before 1934. Listing is but one example of 
how exemption may be gained for a security under blue-sky 
law piovisions 

The tests applied by state commissions in passing on appli- 
cations for peimits for the sale of securities differ, both in ac- 





to make the issue is leceived fiom a licensed dealer In Michi 
gan, such appioval may 01 may not be fonheoming Illinois 
and Wisconsin giant preliminaiy approval only to secunties 
belonging to the non-speculative class, ns measuied by the 
criteria set np in (lie blue-sky lairs. 

Final qualification is seemed for an issue after the issuing 
company makes out full papers on forms furnished by the se- 
curity commissioner Bankets generally see that these foims 
are filled m by the company, and that no delay occuis in filing 
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ment or like mdentuie definitely and accuiately stating 
the plan and policy of opeiation 

(b) Piovision foi periodic statements of the financial 









REGULATION 



INVESTMENT BANKING 



false or fraudulent pietemcs, representations or piomises ” Tire 
fraud order sections of the law (U S Revised Statutes, ^gaq, 
{041, V S Code, Title gq, Sections tgq, Jft) were fiist 111- 
tioduced in 187a, and since 1895 have applied to all classes of 
mail Unlike the ciimural section of the law, the fiaud ordci 


sections aim at prevention 

The Postmaster General acts as a fact-finding officer 111 con- 
nection with [raud orders, and lus judgment is held to be final, 
except that it may be reviewed by the couits wheie it is alleged 
to be arbitrary or palpably wiong Hosvevei, in ordei to cany 
out this woik effectively, a large staff of mspectois is needed, 
and this lias not been provided The need for this has laigely 
passed with the enactment of the fedeial Secunties Act of 


*933 

The fedeial government exeicises special supcivision over 
security issues of tadroad, utility holding, and interstate com- 
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Chaplet XXIII 

INVESTMENT BANKING HERE AND ABROAD 


Value of Comparisons 

As lias been seen ill Quplei VIII on the lustoiy ol lmest- 
meiU banking, om investment banking mechanism has giown 
up lapidly in lesponse to piessmg needs, and the giowth has 
at tunes been haphazard and unduly influenced by accident and 
extraneous conditions Accoidingly, there is no leason to think 
that the piesent American mechanism of methods of invest- 
ment banking aie cithei inevitable 01 stabilized Rathei, con- 
tinuous evolution and change ate peiliaps its chief chaiactei- 
istits, and no one seems more imbued with the appreciation of 
the need foi constant adaptation to new conditions than invest- 
ment bankets themselves, as shown m the work of the Invest 
ment Bankets Association of Amenca 

In ordei to anive at a proper appraisal of American piac- 
tice in tompauson with that of othei countries, it is desirable 
to review the oiganization and operation of investment banking 
in othei counlues The number of countnes in which a well- 
developed investment banking mechanism exists is decidedly 
limited, however In fact, only in England, France and Ger- 
many do the volume of transactions at times attain an amount 
large enough to create first-class capital markets where the vol- 

ume of transactions laises problems similar to our own In 
smallei countries like Belgium, Holland, Switzerland and Aus- 
tria, theie aie fairly important international financial centers, 
but methods theie hugely reflect those used in the larger centers 
Hence, this review of foreign investment banking organization 

and operation will be lestncted to the thiee largest. During 

the depiession, furtlieimore, investment banking methods weie 

piofoundly affected, but it is difficult to judge how pei- 
manently. 
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tions provided foi handling each The gieat Bntish joint-stock 
banks aie commeicial banking instituUons possessing nuraeious 
brandies extending tliroughout the countiy and alnoad They 
have geneially lefrained fiom enteung the secmities business 1 
It is tiue that, because of their dose contact with the indi- 
vidual investor in their various bi anches, they have of late been 
willing to exercise ordeis to buy secunties 

They also fiequently handle the mechanical details m c 
nection with a new flotation, leceiving applications and ] 
ments from subscribers 

The investment banking houses of Gieat Butam aie divi 
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lias been less helpful in developing domestic Bntish lndusuy 
than some have thought desnablc This point is sliessed m 
the lejxnt of the Macmillan Committee covering British eco 
noinic and financial policies 



flotations are handled by the last-mentioned method 


The houses of issue frequently handle a small or medium- 
sired issue alone, without burning a syndicate of othei houses 
to aid them Where a syndicate is formed, the paiticipants "sub- 
undeiwiite” a portion of the issue by agieeing to put thole it 
at the public offeung puce, less a commission, as is the case with 
selling gioups heie The sub-undeiwiiteis geneially pay down 
5 or 10 per cent on the amount sub-undei written When the 
offeung is made, oiders aie teceived fiom vanous sornces 
thiough the legulai distribution channels presently to be dc- 
scnbed, and the undetwiitera then announce what propouion 
of the issue has not been taken by the public, and therefore is 
automatically subsciibed for by the undeiwriters If an an- 
nouncement is made that a substantial piopoition oL the issue 
has "remained with the undeiwnteis,” the security issued will 
doubtless immediately sell at a discount On the other hand, 






They aie located all ovei the countty, and build up lilts of 
clients who have confidence m them These clients often learn 
to look upon the bioker as a piofessional man whose tntegnty 
and reliability they aie assured of Business is transacted usually 
by calling on or wilting to the biokei, the bond salesman is 
unknown,* The Butish brokei combines in hu woik the func- 
tions of the American stock biokerage house and die letail 
security dealei On the whole, however, it might be said that 
he does less independent analysis of his own and pays more 
attention to the quality ol banking sponsoiship, in advising 


The Stock 
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use often made of it in the dislubution of new secmity flota- 
tions Many new issues, as ire have seen, aie not publicly offered 
and sold hefoie listing, as is the case heie, but me listed first 
and then giadually disposed ot after a maiket has been estab- 
lished by stock exchange intioduction 
The daily settlement ot stock exchange transactions that j 


like most foreign stock exchanges, has adopted the teim settle- 
ment system, wheieby puichases and sales aie settled twice a 
month Thu permits a gieat deal of speculation to go on 
through buying and selling dining the penod between settle- 
ment dates, thus greatly reducing the need for collateial loans 
A mechanism has been devised foi avoiding the necessity fm 




chaiartei and often conit oiling or piotnoung all kinds of finan- 
cial and industnal enteipiises 

Types of Institutions 

The Fiench banking system has undergone consideiable 
change since the pie-wai penod, and the ptocess of evolution 
is fai fiom completed One charac tens tic of Fiench banking 
hitheito has been the hesitation about advancing capital fieely 
tor the development of domestic industiy Instead, the banks 
have m the past concentiated on the secunty business, and 
on the whole have piefened foreign issues svhich gave them 
a mde margin of piofit The purely commercial banking busi- 
ness was left in substantial measure to the Bank of France, 
the public 
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the United States 


Investment Banking Policy 

Because oE both the conseivatism of the Flench mvestoi and 
his implicit confidence in the judgment of the ciedit banks, 
obviating the geneial need foi secunty salesmen,* the tost of 
distubution of secunties in Fiance could well be peihaps the 
lowest in the woild, despite the lelatively small aveiage si/e 
of each investors holdings Criticism has been leveled at the 
manner m which the ciedit banks paitly abused this oppor- 
tunity befoie the wai, neglecting the development of home 
industry and putting out in rapid succession numerous second- 










the othe 







INVESTMENT BANKING 


duced by from 1/(05 points, 011 an investment guaiantecd 
basis, the buyei piomising not to dispose ot the issue within 
srs. months 01 so 



is restricted to the lattei 


The Berlin boerse has no limit on its membeislup, anyone 
acceptable to die authouties being able to )om upon payment 
of die annual lees The boeise is legal ded as a government 
institution, and is undei close public supeivision 
Tlieie aie thiee kinds of lnofceis opeiating on the boeise 
The makler 01 "sworn bioker” corresponds to 0111 specialist 
to a degree, but he does not trade foi his own account He re- 
ceives orders from the otliei membcis of the exchange and 






stocks, where the opening and closing prices ate ofhcially lived 
as above, but where buying and selling go on much as on the 
New Yoik Stock Exchange the lest of the session Thudly, 
there is tiading foi futuie delivery in a limited numbei of 
stocks, these generally being the most active and accounting 
foi the bulk of daily tiansactions Settlement foi these tiansac- 
tions is airanged monthly, with anangements foi a cany over 
Other banking institutions cauymg on investment functions 
m Germany aie municipal and cooperative savings banks, which 
have gathered vast sums and purchased gilt-edged seem ities, and 
state, provincial and pnvate mortgage banks for leal estate 
financing Mortgage bank bonds have long been a staple form 
of individual investment in Geimany, and have geneially had 
an excellent recoid 


Comparisons wim Amfrican Conditions 


Differences Between American and Foreign Practice 
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bond salesmanship is unquestionably due, m consumable meas- 
uie, ci edit lot the lapidity with which Lhe Ameiican invest- 
ment maihct has giown 

In Fiance and Geimany, the well-ai ticulated blanch banking 
system which picvails lias peimitted peisonal contact to c\ist 
between the client and the bank without the mediation of sales- 
men The Ameucan small-unit banking system, which lias 
tended to keep local commercial banks out of the security busi- 
ness, is thus in pait lesponsible foi the presence of and need 
foi secunty salesmen in investment banking heic 

On the othei hand, the bond salesman in this countiy has 
been and to a lessei extent is today often motivated by factois 
which in the long run aie not altogether sound His eventual 
objective is to sell securities, and m ordei to met ease his sales 
volume theie is suong temptation to switch mvestois ficqucntly 
fioni one issue to anothei equally or even less desuablc Again, 
the salesman is interested usually in selling new secunties, 
and therefore he will noiinally piefei to sell a new and peihaps 
unseasoned and less desnable issue tathei than an outstanding 
one on whiolt he will make no commission Doubtless, many 
individual salesmen do not permit these Intel ested motives to 
dominate then activities Also, the same motives opeiate to 
some extent undei any system of secunty selling 

But the prevalence of the use of bond salesmen is not 
alone lesponsible for a lack of disintciested advice Since se- 
cunty letadeis participate in the syndication of new secunty 
issues, they usually have a limited number of favoied issues foi 
sale To push these issues is not always consistent with giving 
svholly disinterested advice to the security buyer, however The 
fact that most membeis of selling groups no longer underwrite 
has ameliorated this condition in some measure 

Compared with foreign piactice, we find the British capital 
market organized to give the individual investors more disin- 
tei ested advice The brokei often makes about as much on an 
old as on a new issue In France, conditions aie nearer those in 
America in character, the branch bank manager often acting 
much as does a bond salesman heie in seeking to push issues 
sponsoied by his house In Geimany, the big banks had such 
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foi inducing customeis to tain ovei then speculative hold 
ings lapidly 4 


Anothei vital featuie of the security maiket in this countiy 
is the greatei volume of populai speculative activity which is 



Another important chaiactenstic of the secunty maikets heie 
has been the laige amount of duect public investing m com- 
mon stocks, especially since the wai Tlie Emopean investor 
generally has piefeircd government secunties and corporate 
bonds, although Geimany, Belgium, and Holland have been 
partial exceptions Investments in common stocks m England, 
consisting in the mam of toieign shaies, have occurred to a laige 
extent through the medium of the investment trust, svlule in 
France and Germany the banks have acted in part as laige 
investing organizations m equities In this country, the rank 
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thcieof It any amendment to any such statement is filed pnor to the effective 
date ot such statement, the legistration statement shall be deemed to have been 
filed when such amendment was filed, except that an amendment filed with the 
consent ot the Commission, prior to the effective dale o£ the legislation state- 
ment, or filed piusuant to an order of the Commission, shall be Heated as a 
part of the registration statement. 

(b) If it appeals to the Commission that a icgistiation statement is on its 
face incomplete oi inaccurate in any material lespect, the Commission may, 
after nouce by peuonal seivice 01 the sending of confirmed telegraphic notice 
not later than ten days after the filing ot the icgistiation statement, and oppor- 
tunity for hearing (at a time fixed by the Commission) within ten days after 
such notice by peisonal service 01 the sending of such telegraphic notice, issue 
an order prior to the effective date of registiation lefusmg to pcimit such state- 
ment to become effective until it has been amended in accordance with such 
ordei. When such statement has been amended in accoi dance with such oicler 
the Commission shall so dedaie and the legistrauon shall become effective at 
the time piovided in subsection (a) or upon the date of such declaiation, 
whichever date is the later 

(c) An amendment filed after the effective date of the registiaLion statement, 
if such amendment, upon its lace, appeals to the Commission not to be incom- 
plete or inaccurate in any mateiial respect, shall become effective on such date 
as the Commission may determine, having due legaid to the public mLerest and 
the pioLection of investois. 

(d) If it appeals to the Commission at any time that the registration state- 
ment includes any untrue statement of a mateiial fact or omits to state any 
material fact required to be stated therein or ncccssaiy to make the statements 
theiein not misleading, the Commission may, aftci nouce by personal service or 
the sending of confiimed tclegiapbic nouce, and after opportunity for hearing 
(at a time fixed by the Commission) within fifteen days after such notice by 
personal seivice or the sending of such telegraphic notice, issue a stop order 
suspending the effectiveness of the regisUation statement. When such statement 
lias been amended in accordance with such stop order the Commission shall so 
declare and thereupon the stop order shall cease to be effective, 

(e) The Commission is hereby empoweied to make an examination in any 
case in order to determine whether a stop order Bhould issue under subsection 
£d) In making such examination the Commission 01 any officer or officcis 
designated by it shall have access to and may demand the pioduction ot any 
books and papers of, and may administer oaths and affirmations to and exam- 
ine, the issuer, underwritei, or any other pcison, in respect of any matter 
relevant to the examination, and may, in its discretion, require the pioduction 
of a balance sheet exhibiting the assets and liabilities of the issuer, or Us 
income statement, or both, to be certified to by a public or certified accountant 
approved by the Commission. It the issuei or undciwiiter shall fall to co- 
operate, or shall obstruct or lefuse to peimit the making ot an examination 
such conduct shall be proper ground for the issuance of a stop older. 

(C) Any notice rcquiied under this section shall be sent to or served on the 
issuer, or, in case of a foreign government or political subdivision thereof, to 
01 on the underwiiter, or, in the case of a foreign or Tcriitorial pcison, to or 
on its duly authorized representative in the United Slates named in the regis- 
tradon statement, properly directed in each case of telegraphic notice to the 
address given in such statement. 
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COURT REVIEW OF ORDERS 

Sfc. 9. (a) Any pci son aggrieved by an ordei o£ the Commission may obtain 
a lcview ot such ordei m the Chain Court o£ Appeals o£ the United States, 
withm any ciicuit wlieiein sudi pcison tesides 01 has his piincipal place o£ 
business, 01 in the Couit of Appeals o£ the District of Columbia, by filing 111 
such couiL, within sixty days altei the entiy ot such ordei, a written petition 
playing that the otdci o£ the Commission be modified or be set aside in whole 
or in pan A copy of such petition shall be forthwith served upon the Commis- 
sion, and thcieupon the Commission shall ceiLify and file in the court a 
transciipt of the recoul upon which the older complained of was enteied. No 
objection to the order of the Commission shall be considered by the court unless 
such objection shall have been uiged befoie the Commission The finding of the 
Commission as to the facts, it supported by evidence, shall be conclusive. If 
either party shall apply to the couit foi leave to adduce additional evidence, 
and shall show to Lhc satisfaction of the couit that such additional evidence is 
matciiai and that thcie weie leasonable grounds for failure to adduce such 
evidence in the healings before the Commission, the couit may order such 
additional evidence to lie taken befoie the Commission and to be adduced upon 
the healing in such manner and upon such tarns and conditions as to the couit 
may seem piopei. The Commission may modify its findings as to the facts, by 
reason of the additional evidence so lakcu, and it shall file such modified or 
new findings, which, il suppoued by evidence, shall be conclusive, and its 
recommendation, if any, fot the modification or setting aside ol the onginal 
older. The juiisdiction of the court shall be exclusive and its judgment and 
decree, affirming, modifying, or setting aside, in whole or in pait, any order of 
the Commission, shall be final, subj'ect to review by the Supieme Court of the 
United States upon certiorari or certification as provided in sections 339 and 
340 of the Judicial Code, as amended (U.S C„ title 28, secs. 346 and 347) . 

(b) The commencement ot proceedings under subsection (a) shall not, unless 
specifically otdcicd by Lhc coun, operate as a stay ot the Commission's order. 

INFORMATION REQUIRED IN PROSPECTUS 
Sac, 10. (a) A prospectus— , 

(1) when relating to a security other than a security issued by a foreign 
government or political subdivision thcicof, shall contain the same statements 
made in the registration statement, but it need not include the documents 
referred to In paragiaphs (28) to (3a), Inclusive, of Schedule Aj 

(a) when 1 elating to a security issued by a foreign government or political 
subdivision thereof shall contain the same statements made in the registration 
statement, but il need not Include the documents referred to in paragiaphs 
1 (ig) and (14) ot Schedule B. 

(b) Notwithstanding the provisions of subsection (a) — 

( 1 ) When a prospectus is used more than thirteen months after the 
effective date of the registration statement, the information in the 
statements contained therein shall be as of a date not more than 
twelve months prior to such use, so far as such information is known 
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to the user of such prospectus or can be furnished by such user with- 
out unreasonable effort or expense . 0 

(a) theic may he omitted from any piospcctus any of the statements re- 
quited under such subsection (a) which the Commission may by rules 01 
regulations designate as not being necessaiy or appiopnate in the public 
mteiest or foi the protection of investois. 

( 3 ) any prospectus shall contain such othei information as the Commission 
may by rules or regulations requite as being necessary or appropriate 111 the 
public interest or for the piotection of investors. 

(4) in the exercise of its powers under paragraphs (s) and (3) of this 
subsection, (he Commission shall have authority to classify prospectuses ac- 
coiding to the natuie and ciicumstances of their use, and, by rules and legu- 
lations and subject to such terms and conditions as it shall specify therein, to 
presciibe as to each class the form and contents which it may find appro- 
pnate to such use and consistent with the public inteiest and the piotection 
of investors 

(c) The statements or information required to be included 111 a prospectus 
by or under authority of subsection (a) or (b) , when written, shall be placed 
in a conspicuous part of the prospectus in type as large as that used generally 
in the body of the prospectus. 

(d) In any case where a prospectus consists of a ladio broadcast, copies 
thereof shall be filed with the Commission under such lules and regulations as it 
shall piesciibe. The Commission may by rules and regulations require the filing 
with it of forms and prospectuses used in connection with the sale of sccuiiUes 
legistered under this title. 

CIVIL LIABILITIES ON ACCOUNT OF FALSE REGISTRATION 
STATEMENT 

Sec. 11. (a) In case any part of the registration statement, when such part 
became effective, contained an untrue statement of a material fact or omitted 
to state a material fact required to be stated therein or necessary to make the 
statements therein not misleading, any peison acquiring such security (unless it 
11 proved that at the time of such acquisition he knew of such untruth 01 omis- 
sion) may, either at law or in equity, in any court of competent jurisdiction, 
sue— 

(1) evciy person who signed the icgistration statement; 

(a) every peison who was a director of (or peison pci forming similar 
functions) or partner in, the Issuer at the time of the filing of the part of the 
legislation statement with respect to which his liability is asserted; 

(3) every person who, with Ills consent, is named in the registiation state- 
ment as being or about to become a director, person performing similar lunc- 
lions, or partner, 

(4) evety accountant, engineer, or appraiser, or any peison whose profes- 
sion gives authority to a statement made by him, who has with his consent 
been named as having prepared or certified any part of the registration state- 
ment, or as having prepared or certified any report or valuation which is used 
in connection with the registiation statement, with lcspect to the statement in 


•" (1) when a prospectus is used more than thirteen months after the effective 
date of the legistration statement, the Information in the statements contained 
therein shall be as of a date not more than twelve monLhs piior to such use." 
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such u'gisliation statement, lepou, oi valuation, which purpoits to have been 
piepaicd 01 cci tilled by him; 

(g) evety imclenviiici with inspect to such sccmily 

If such person acquired the security after the issuer has made gen- 
erally available to its security holders an earning statement covering 
a period of at least twelve months beginning after the effective date 
of the registration statement, then the right of recovery under this 
subsection shall be conditioned on proof that such person acquired 
the security relying upon such untrue statement in the registration 
statement or relying upon the registration statement and not knowing 
of such omission, but such reliance may be established without proof 
of the reading of the registration statement by such person. 

(b) Notwithstanding the pi o visions of subsection (a) no pcison, other than 
the issuer, shall be liable as piovidcd ilieicin who shall sustain the burden of 
proof— 

(i) that hcIVnc the effective dale of Lhc pan of the registration statement 
with respect to which his liability is assetted (A) he haci lcsigncd fiom m 
had taken such steps as ate petmitted by law to resign from, or cease or 
lcfuscd to act in, cveiy oilier, capacity, 01 relationship in which he was de- 
scribed in the legislation statement as acting or agieeing to act, and (B) he 
had advised the Commission and the issuer in witting that he had taken such 
action and that he would not be icsponsiblc fot such pail of the legislation 
statement; or 

(a) that if such part of the legistration .statement became effective without 
his knowledge, upon becoming awate of such fact he forthwith acted and 
advised the Commission, in actoidance with paiagiaph (1) , and, in addition, 
gave reasonable public notice that such pait of the rcgistiation statement had 
become eilcctive without his knowledge, oi 
(g) that (A) as rcgatds any pail of the lcgistiation statement not pur- 
poiung to be made on (he aulhouly of an expeit, and not puiporting to be 
a copy of or ext met (tom a teport or valuation of an expert, and not pui- 
poriing to lie made on the aulhoiity of a public ofiicial document oi state- 
ment, he had, after lrasonnhlc investigation, reasonable gtouncl to believe and 
did believe, at the time such pail of the legistration statement became effec- 
tive, that the statements tlicieiu weic Hue and that theic was no omission to 
state a inaunial fact icqtiiicd to lie staled tbeiein oi ncccssaiy to make the 
statements thcirin not misleading; and (B) as icgiuds any pait or the icgis- 
iratiou statement puiporting to be made upon his aulhoiity as an expeit or 
purporting to lie a copy of or exliact fiom a repon or valuation of himself 
as an expeit, (i) he had, after icasonable investigation, reasonable giound to 
believe and did believe, at the time such part of lhc rcgistiation siutemcnt 
became effective, that the statements thciein weic true and that there was no 
omission to suite a material fact tequiied to be stated ilieicin or ncccssaiy to 
make the statements ilicreln not misleading, or (h) such pan of the legisla- 
tion statement did not fairly represent his statement as an expeit or was not 
a fair copy of or extract irom his report or valuation as an expeit; and 
(C) as regards any part of the registration statement purporting 
to be made on the authority of an expert (other than himself) or 
purporting to be a copy of or extract from a report or valuation of 
an expert (other than himself), he had no reasonable ground to be- 
lieve and did not believe, at the time such part of the registration 
statement became effective, that the statements therein were untrue 
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or that there was an omission to state a material fact required to be 
stated therein or necessary to make the statements therein not mis- 
leading, or that such part of the registration statement did not fairly 
represent the statement of the expert or was not a fair copy of or 
extract from the report or valuation of the expert; and (D) as re- 
gards any part of the registration statement purporting to be a state- 
ment made by an official person or purporting to be a copy of or 
extract from a public official document, he had no reasonable ground 
to believe and did not believe, at the time such part of the registra- 
tion statement became effective, that the statements therein were 
untrue, or that there was an omission to state a material fact re- 
quired to be stated therein or necessary to make the statements 
therein not misleading, or that such part of the registration state- 
ment did not fairly represent the statement made by the official 
person or was not a fair copy of or extract from the public official 
document." 1 

(c) In determining, for the purpose of paragraph (3) of subsection 
(b) of this section, what constitutes reasonable investigation and rea- 
sonable ground for belief, the standard of reasonableness shall be that 
required of a prudent man in the management of his own property. 11 

(d) It any person becomes an underwutcr with respect to Lhe sccuiity alter 
the part o£ the legislation statement with icspect to which his liability is 
asserted has become effective, then tor the puiposes of paragiaph (3) ot sub- 
section (b) ot this section such part o£ the registration statement shall be con- 
sidered as having become effective with rcspecL to such poison as o£ the time 
when he became an undeiwiitcr. 

(e) The suit authorized under subsection (a) may be to recover such 
damages as shall represent the difference between the amount paid for 
the security (not exceeding the price at which the security was offered 


“‘‘(C) as legards any part ot the legistiation statement pui polling to be 
made on the authority of an expert (other than himself) oi put polling to be a 
copy of or extract from a report 01 valuation of an cxpeit (other than himself) , 
he had reasonable giound to believe and did believe, at the lime such pari of 
the registration statement became effective, that the statements (herein were 
true and that there was no omission to state a material fact lequircd to be 
stated therein or necessary to make the statements therein not misleading, and 
that such part of the registration statement fairly represented the statement of 
the expei t or was a fair copy of or extract fiom the repoit or valuation of the 
expert, and (D) as regaids any pan of the registration statement purporting 
to be a statement made by an official person or purporting to be a copy of or 
exuact from a public official document, he had lcasonahje ground to believe 
and did believe, at the time such part of tbc registration statement became 
effective, that the statements therein were uuc, and that theic was no omission 
to state a mateiial fact required to be stated therein or necessary to make the 
statements therein not misleading, and that such pan of the legislation state- 
ment fairly represented the statement made by the official person or was a fun 
copy of or extract fiom the public official document.” 

11 " (c) In determining for the purpose of paragraph (3) of subsection (b) of 
this section, what constitutes reasonable Investigation and leasonable ground foi 
belief, the standard of reasonableness shall be that required of a person occupy- 
ing a fiduciary relationship.” 
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to the public) and (i) the value thereof as of the time such suit was 
brought, or (a) the price at which such security shall have been dis- 
posed of in the market before suit, or ( 3 ) the price at which such 
security shall have been disposed of after suit but before judgment if 
such damages shall be less than the damages representing the difference 
between the amount paid for the security (not exceeding the price at 
which the security was offered to the public) and the value thereof as 
of the time such suit was brought: Provided, that if the defendant 
proves that any portion or all of such damages represents other than 
the depreciation in value of such security resulting from such part of 
the registration statement, with respect to which his liability is as- 
serted, not being true or omitting to state a material fact required to 
be stated therein or necessary to make the statements therein not mis- 
leading, such portion of or all such damages shall not be recoverable. 
In no event shall any underwriter (unless such underwriter shall have 
knowingly received from the issuer for acting as an underwriter some 
benefit, directly or indirectly, in which all other underwriters similarly 
situated did not share in proportion to their respective interests in the 
underwriting) be liable in any suit or as a consequence of suits au- 
thorized under subsection (a) for damages in excess of the total price 
at which the securities underwritten by him and distributed to the 
public were offered to the public. In any suit under this or any other 
section of this title the court may, in its discretion, require an under- 
taking for the payment of the costs of such suit, including reasonable 
attorney’s fees, and if judgment shall be rendered against a party liti- 
gant, upon the motion of the other party litigant, such costs may be 
assessed in favor of such party litigant (whether or not such under- 
taking has been required) if the court believes the suit or the defense 
to have been without merit, in an amount sufficient to reimburse him 
for the reasonable expenses incurred by him, in connection with such 
suit, such costs to be taxed in the manner usually provided for taxing 
of costs in the court in which the suit was heard . 13 

(f) All or any one ot moie of the persons specified m subsection (a) shall be 
jointly and severally liable, and every poison who becomes liable to make any 
payment under this section may recover contribution as in cases of contract fxom 
any person Who, if sued sepaiatcly, would have been liable to make the same 
payment, unless the poison who has become liable was, and the othci was not, 
guilty of iraudulent miwepi oscillation. 

(g) In no case shall the amount recoverable under this section exceed the 
price at which the security was qlTcrcd to the public. 

CIVIL LIABILITIES ARISING IN CONNECTION WITH PROSPECTUSES 
AND COMMUNICATIONS 

Sbc. m. Any person who— 

(1) sells a security in violation of section 15, or 

(s) soils a security (whether or not exempted by the provisions of scciion 


u "(e) The suit authorized under subsection (a) may be cither (1) to rccovei 
the consideration paid for such sccuiity with interest thereon, less the amount 
of any Income received thereon, upon the tender of such security, or (s) for 
damages if the person suing no longer owns the security.” 
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3, othet than paragiaph (s) of subsection (a) theieof) , by the use of any 
means or instalments of tianapoilation 01 communication in inteistale corn- 
meice or of the mails, by means ol a prospectus or oial communication, which 
includes an unliue statement of a mateiial fact or omits to state a material 
fact necessary in ordci to make the statements in the light of the circum- 
stances undei which they weie made, not misleading (Lhe puichascr not 
knowing of such untruth or omission) , and who shall not sustain the burden 
of proof that he did not know, and in the cxeicise of reasonable care could 
not have known, of such unLiuth or omission, 
shall be liable to the person purchasing such secuiity from him, who may sue 
either at law or in equity m any couiL of competent jutisdicLlon, to lccovci the 
consideration paid for such secuiity with inteiesL theieon, less the amount of 
any income teceived theieon, upon the tender ol such security, 01 foi damages 
if he no longer owns the security. 

LIMITATION OF ACTIONS 

Sec. 13. No action shall be maintained to enforce any liability created 
under section ix or section xa (a) unless brought within one year after 
the discovery of the untrue statement or the omission, or after such 
discovery should have been made by the exercise of reasonable dili- 
gence, or, if the action is to enforce a liability created under section 
ia (1), unless brought within one year after the violation upon which it 
is based. In no event shall any such action be brought to enforce a 
liability created under section n or section ia (x) more than three 
years after the security was bona fide offered to the public, or under 
section ia (a) more than three years after the sale. M 

CONTRARY STIPULATIONS VOID 

Sec, 14 Any condition, stipulation, or provision binding any peison acquuing 
any security to waive compliance with any provision of this title or of the rules 
and regulations of the Commission shall be void. 

LIABILITY OF CONTROLLING PERSONS 

Sec. ig, Every person who, by 01 through stock ownership, agency, or other- 
wise, or who, pursuant to or in connection with an agreement or undeistanding 
with one or more other persons by or through stock ownership, agency, or other- 
wise, controls any person liable under section 11 or is, shall also be liable jointly 
and severally with and to the same extent as such conti oiled person to any per- 
son to whom such controlled person is liable, unless the controlling person 
had no knowledge of or reasonable grounds to believe in the existence 

” “Sec. 13. No action shall be maintained to enforce any liability cteated under 
section 11 or section is (a) unless brought within two years after the discovery 
of the untrue statement or the omission, or after such discovery should have 
been made by the exercise of reasonable diligence, or, if the action is to enforce 
a liability created under section is (1) , unless brought within two years after 
the violation upon which it is based. In no event shall any such action be 
brought to enforce a liability created under section 11 or section is (1) more 
than ten years after the security was bona fide offered to the public," 
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,of the facts by reason of which the liability of the controlled person is 
alleged to exist. 


ADDITIONAL REMEDIES 

Src. lG. The lights anti icmodies provided by this title shall be in addition to 
any and all othci lights and lcmcdies thai may exist at law or in equity. 

FRAUDULENT INTERSTATE TRANSACTIONS 

Sec. 17. (a) It shall be unlawful for any pci son in the sale of any securities 
by the use of any means 01 iusiiumcnla of Uanspoitation 01 communication 111 
inteistalc commerce or by the use of the mails, dnectly or mdhectly— 

(1) to employ any device, scheme, or artifice to dcfiaud, or 

(a) to obtain money or piopeity by means of any untrue statement of a 
mateiial fact 01 any omission to state a material fact necessaiy in oidei to 
make the statements made, in the light of the circumstances under which they 
weie made, not misleading, or 

(3) to engage in any tiansaction, piactice, 01 course of business which 
opeialcs 01 would opciate as a ftaud or deceit upon the purchase!. . 

(b) It shall be unlawful foi any person, by the use of any means or instru- 
ments of uanspoitation 01 communication in intcistate commerce or by the 
use of (lie mails, to publish, give publicity to, or cnculatc auy notice, circulai, 
adveitisement, newspapet, article, lcuci, investment service, or communication 
which, though not put porting to offer a secuuty for sale, desciibcs such security 
for a consideration received or to be received, directly or indirectly, from an 
issuer, undenviitcr, or dealei, without Lully disclosing the leceipt, whether pasl 
or piospective, of such consideration and the amount thereof 

(c) The exemptions provided in section 3 shall not apply to the provisions of 
this section. 

STATE CONTROL OF SECURITIES 

Si.c. jS. Nothing in tills title shall affect the jmisdlction of the sccurincs 
commission (01 any agency or oliice pel foi tiling like functions) of any Stale or 
Teiriloiy of the United .States, or the Disuict of Columbia, ovci any security 
01 any poison. 


SPECIAL POWERS OF COMMISSION 

Sec. 10. (a) The Commission shall have authority fiom time to time to make, 
amend, and rescind such nilcs and lcgulations as may be necessary to cany out 
the provisions ol this title, including rules and regulations governing registration 
statements and piospccluscs for vaiious classes of securities and issuers, and 
defining accounting, technical, and uncle terms used in this title. Among oLher 
things, the Commission shall have authoiity, Tor the purposes of this title, to 
pioscribe the form or forms in which required Information shall be set forth, 
the items or details to be shown in the balance sheet and earning statement, and 
the methods to lie followed in the piepaiaiion of accounts, in the appraisal or 
valuation of assets and liabilities, in the determination of depreciation and 
depiction, in the differentiation of recun ing and nonrecurring income, in the 
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differentiation of investment and opeiating income, and in the piepaiauon, 
where the Commission deems it necessaiy 01 desiiable, of consolidated balance 
sheets or income accounts of any pcison directly ot indirectly controlling or 
controlled by the issuer, or any pcison undci direct or indirect common control 
with the issuei; but insofar as they iciate to any common caniei sub|cct to the 
piovisioiu of section so of the Interstate Commeicc Act, as amended, the rules 
and icgulations oi the Commission with respect to accounts shall not be incon- 
sistent wilb. the requirements imposed by the IinciSlatc Comnieicc Commission 
under authonty of such section 20 The lules and icgulations of the Commission 
shall be effective upon publication in the mannei which the Commission shall 
piescribe. No provision of this title imposing any liability shall apply to 
any act done or omitted in good faith in conformity with any rule or 
regulation of the Commission, notwithstanding that such rule or regu- 
lation may, after such act or omission, be amended or rescinded or be 
determined by judicial or other authority to be invalid for any reason. 

(b) F01 the purpose of all investigations which, in the opinion of the Com- 
mission, are necessary and piopei lot the enforcement of this title, any tncmbci 
of the Commission or any officer or officers designated by it aie empoweied to 
administei oaths and affirmaUons, subpena witnesses, take evidence, and leqmie 
the pioduction of any books, papers, or other documents which the Commission 
deems relevant 01 material to the Inquiry. Such attendance of witnesses and the 
production of such documentary evidence may be rcquiiecl fiom any place in 
the United States or any Temtoiy at any designated place of heaiing. 

INJUNCTIONS AND PROSECUTION OF OFFENSES 

Sec. so (a) Whenever it shall appeal to the Commission, either upon com- 
plaint or otherwise, that the provisions of this title, oi ot any iuIc or lcgulation 
piescribed under authority theieof, have been 01 aie about to be violated, it 
may, in its discretion, either tequiie or permit such person to lile with u a 
statement in writing, under oath, or otherwise, as to all the farts and circum- 
stances concerning the subject matter which it believes to be m the public 
inteiest to investigate, and may investigate such facts. 

(b) Whenever it shall appear to the Commission that any person is engaged 
or about to engage in any acts or piactices which constitute 01 wilt constitute a 
violation of the provisions of this title, or of any rule or lcgulation prescribed 
under authonty theieof, it may in its discretion, bring an action in any district 
couit ot ilie United Slates, United States court of any Toriitory, or the Supieme 
Court of the District oi Columbia to enjoin such acts or piactices, and upon a 
proper showing a permanent or temporary injunction or restraining order shall 
be granted without bond. The Commission may transmit such evidence as may 
be available concerning such acts or practices to the Atlorney Gcncial who may, 
in his discretion, institute the necessary criminal piocecdings under this title. 
Any such cuminal proceeding may be brought cither in the district whcicin the 
uansmittal of the prospectus or security complained of begins, or in the district 
wherein such prospectus or security is received, 

(c) Upon application of the Commission the district courts of the Uniicd 
States, the United Slates courts of any Tenitoiy, and the Supieme Couit of the 
District of Columbia, shall also have Juiisdlciiou to issue wills of mandamus 
commanding any person lo comply with the provisions of this title or any order 
of the Commission made in puisuancc thereof. 
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HEARINGS BY COMMISSION 

Sic ai. All healings shall he public 4iul may he held bcloie the Commission 
oi an olfice: oi ollncis ol the Commission designated by it, and appiopiiate 
ice olds llieieof shall he kept. 

jurisdiction ok oekensfs and suits 

Sic. as. (a) The tlishiti tonus oi the United States, the United States comts 
otany Tcnitoiy, and the Supi'etuc Coutl o£ the Distiict oi Columbia shall have 
jurisdiction ol oilcnses and violations under this title and undei the rules and 
lcgulaiioris piomiilg.ited by the Commission m lcspecr thereto, and, concuirenL 
with Stale and Ten i tonal torn is, of all suits m equity and actions at law 
brought to enfoitc any liability oi duty cieated by this title. Any such suit oi 
action may he biouglit in the distiict wheiem the defendant is lound or is an 
inhabitant or transacts business, oi in the distiict where the sale took place, if 
the defendant pai tidpateil therein, and process in such cases may be scived m 
any other distiict of which the defendant is an inhabitant oi wherevei the 
defendant may lie lound. Judgments and electees so i endued shall be subject to 
icvicw as piovideil in sections 128 and 2(0 of the Judicial Code, as amended 
(U.S C., title 28, secs. 225 and 317) . No case aiising under this title and bioughi 
in any Slate cotul of competent jurisdiction shall be lcmovccl to any conn ol 
the United Slates. No costs shall be assessed for or against the Commission in 
any ptoceechng mulct this title brought by or against it in the Supiemc Couil 
or such other comts. 

(b) In case of contumacy ai lcfusal to obey a subpena issued to any person, 
any of the taicl United Stales courts, within the jurisdiction of which said person 
guilty of contumacy or icfusal to obey is found or resides, upon application by 
the Commission may issue to such person an older requiring sudi poison to 
appear bcfoie the Commission, 01 one of its cxamincis designated by it, there 
to pioducc documental y evidence if so oulcrctl, or theie to give evidence touch- 
ing the mutter in question; and any lailutc to obey such order of the coutl may 
lie punished by sakl court as a ccmlcinpl theicof. 

(c) No poison shall bo excused fiom attending and testifying or from pio- 
ducing books, jiajicis, conUacis, ngiccmciUs, and other documents before the 
Commission, or in obcdleiuc to the subpena of the Commission or any member 
thereof or any olfitur designated by it, or in any cause, or pioceeding iastituted 
by the Commission, on the ground that the testimony or evidence, docuincntaiy 
or othciwisc, required of him, may tend to incriminate him or subjeci him to 
a penalty or forleitme, hut no individual shall lie pioscculccl or subjected to 
any penalty or totfoiture for or on account of any tiansaciion, mallei, or thing 
concerning which he Is compelled, after having claimed his privilege against 
selMncrimlnation, to testify 01 pioduce evidence, documentary or otherwise, 
except thal such individual so testifying shall not be exempt Irom prosecution 
and punishment for perjury commit led in so testifying. 

UNLAWFUL REPRESENTATIONS 

Sec. 23, Neither the Tact that the lcgistration statement tor a security has been 
filed or is in effect nor the fact that a stop older is not iu efiect with respect 
thereto shall be deemed a finding by the Commission that the registration state- 
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mcnt is true and accuiale on its face 01 that iL does not contain an unit tie 
statement of fact or omit to suite a umlciial fact, 01 be held to mean that the 
Commission has in any svay passed upon the mails of, 01 given appioval to, 
such security It shall lie unlawful to make, 01 cause to he made, to any piospec- 
tive purchaser any lepiesentation contiaiy to the foregoing provisions of this 
section. 


PENALTIES 

Sfc 84. Any person who willfully violates any of the provisions of this title, 
or the rules and legulations piomulgated by the Commission undei authonty 
thereof, or any peison who willfully, in a registration statement filed undei this 
title, makes any uiitiuc statement of a matetial facL 01 omits to state any 
material fact lequited to be stated therein or necessary to make the statements 
therein not misleading, shall upon conviction be fined not moie than $5,000 01 
imprisoned no more than five yeais, or both. 

JURISDICTION OF OTHER GOVERNMENT AGENCIES OVER 
SECURITIES 

Sec. 85. Nothing in this title shall ldievc any peisou fiom submitting to the 
respective supervisoiy units of the Government of the United States information, 
repotts, or other documents that aie now or may lieicafier be lequned by any 
piovision of law. 


SEPARABILITY OF PROVISIONS 

Sfc. a6. If any provision of this Act, 01 the application of such piovision to 
any peison or cncumstancc, shall be held invalid, the remainder oi this Act, 
or the application of such provision to petsons oi circumstances other than those 
as to which it is held invalid, shall not be affected thereby. 

Sec. 37. Upon the expiration of sixty days after the date upon which 
a majority of the members of the securities and exchange commission 
appointed under Section 4 of Title I of this act have qualified and taken 
office, all powers, duties and functions of the Federal Trade Commission 
under the Securities Act of 1933 shall be transferred to such commis- 
sion, together with all property, books, records and unexpended balances 
of appropriations used by or available to the Federal Trade Commission 
for carrying out its functions under the Securities Act of 1933. All pro- 
ceedings, hearings or investigations commenced or pending before the 
Federal Trade Commission arising under the Securities Act of 1933 
shall be continued by the Securities and Exchange Commission. All 
orders, rules and regulations which have been issued by the Federal 
Trade Commission under the Securities Act of 1933 and which are in 
effect shall continue in effect until modified, superseded, revoked, or 
repealed, All rights and interests accruing or to accrue under the Secu- 
rities Act of xg33, or any provision of any regulation relating to, or out 
of action taken by, the Federal Trade Commission under such act, shall 
be followed in all respects and may be exercised and enforced. 

Sec, 38. The commission is authorized and directed to make a study 
and investigation of the work, activities, personnel and functions of 
protective and reorganization committees in connection with the reor- 
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ganization, readjustment, rehabilitation, liquidation, or consolidation of 
persons and properties and to report the result of its studies- and investi- 
gations and its recommendations to the Congress on or before January 
3, 1936 “ 


SCHEDULE A 

(1) The name undci which the issuci is doing 01 intends to do business, 

(2) the name ol the Slate oi olhei sovcieign power nuclei which the issuer 
is oigam/cd; 

(g) the location of the issuci ’s piincipal business office, and if the issuer is a 
foicign or tcuitoii.il pcison, the name and addicss of iLs agent in the United 
States authoii/eil to leceive notice; 

(4) the names and addresses of the ducciots 01 persons performing similai 
functions, and the chiel executive, financial and accounting ofliceis, chosen 01 
to be chosen if the issuer lie a coipoiation, association, trust, or othei entity; 
of all pai tilers, if the issuer be a paitncrship; and of the issuer, if the issuer be 
an individual; and of the piomotcis in the case of a business to be formed, or 
ioinicd within two ycais pilot to the filing of the legistration statement; 

(r,) the names and addtcsscs of the undeiwriters; 

(G) the names and addi esses of all peisons, if any, owning of record or 
beneficially, il known, moie than 10 per centum of any class of stock of the 
issuci, or more than 10 pet centum in the aggregate of the outstanding stock of 
the issuer as of a dale within twenty days prior to the filing of the rcgisuailon 
statement; 

(7) the amount of socutillcs of the issuer held by any pcison specified in 
paiagraphs (4) , (5) , and (G) of this schedule, as of a date within twenty days 
prior to the filing of the registiation statement, and, if possible, as of one year 
prior thctclo, and the amount of the secmilics, lot which the registration state- 
ment is filed, to which such persons have indicated theit intention to subsciibe; 

(8) the gcucial character of the business actually transacted 01 to be tians- 
actcd by the Issuci; 

(9) a statement of the capitalization of the issuer, including the authorized 
and outstanding amounts of its capital sLock and the propoiiion thereof paid 
up, the number and classes of slimes in which such capital slock is divided, par 
value thereof, or if il has no par value, the stated or assigned value thereof, a 
description of the respective voting rights, preferences, conveision and exchange 
rights, rights to dividends, profiLs, or capital of each class, with respect to each 
other class, including the letivcment and liquidation lights or values thcrcoi; 

(10) a statement of the sccuiities, if any, covered by options outstanding ot 
to be created in connection wuh the sccuiity to be offered, together with the 
names and addresses of all persons, il any, to be allotted more than 10 pei 
centum in the aggicgatc of such options; 

(u) the amouiu of capital stock of each class issued or included in ilic shines 
of slock to lie offered; 

(12) the amount of the funded debt outstanding and to be cicatcd by the 
security 10 be offeicd, with a lnief description of the dale, maturity, ancl 
character ot such debt, rate of inteiest, chaiacter of amonlzaiion piovisions, ancl 
the security, if any, therefor. If substitution of any secuiity is peimlssiblo, a 

“Secs, 27 and 28 arc Secs. 210 and an. Title II, of Sccuiities Exchange Act of 
1934, approved June 6, 1934, effective July 1, 1934. 
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summarized statement of the conditions undei which such substitution is per- 
mitted. If substitution is permissible without notice, a specific statement to that 
effect, 

fig) the specific puiposes in detail and the appioximatc amounts to be 
devoted to such purposes, so fai as deLcrminable, for which the sccuiity to be 
offered is to supply lunds, and if the funds are to be raised in part fiom othei 
sources, the amounts theieof and die souices thcieof, shall lie stated; 

(14) the lemuneiation, paid or estimated 10 lie paid, by the issuei or its 
predecessor, dhectly or indiiecdy, duiing the past yeai and ensuing year to (a) 
the directors or peisons perfoiming similai functions, and (b) its officeis and 
other persons, naming them wherever such lemuneiation exceeded $23,000 
during any such year; 

(15) the estimated net proceeds to be dcuved fiom Lhc secuuty to be offered; 

(16) the price at which it is proposed that the secuuty shail lie offered to the 
public or the method by which such puce is computed and any vauation there- 
from at which any potlion of such security is proposed to be offered to any 
persons or classes of peisons, othei than the undei wuteis, naming them or 
specifying the class. A variation iii price may be pioposed pi 101 to the date of 
the public offering of the security, but the Commission shall immediately be 
notified of such variation; 

(17) all commissions 01 discounts paid or to be paid, ducctly or indirectly, 
by the issuer Lo the underwriter in respect of tlic sale of the security to be 
offeied. Commissions shall include all cash, securities, contiacts, or anything else 
of value, paid, to be set aside, disposed of, 01 understandings with 01 for the 
benefit of any other persons m which any undenviitet is intcicsted, made, m 
connection with the sale of such security. A commission paid or to be paid 111 
connection with the sale of such security by a peison in which the issuer has an 
inteiest or which is conuoiled or duccted by, or under common coutiol with, 
the issuer shall be deemed to have been paid by the issuei. Where any such 
commission is paid the amount of such commission paid Lo each undei wiltci 
shall be stated; 

(18) the amount or estimated amounts, itcmi/cil in icasonable detail, of 
expenses, other (han commissions specified in paiagiaph (17) of this schedule, 
incurred or borne by or for the account of the issuei in connection with tlic 
sale of the security to be offered or piopcrly chargeable thereto, including legal, 
engineering, ceitification, authentication, and other charges; 

(ig) the net proceeds derived from any security sold by the issuer during the 
two years preceding the filing of the legislation statement, the pi ice at which 
such security was offered to the public, and the names of the principal under- 
writers of such security; 

(*o) any amount paid within two yeais preceding the filing of the rcgistiation 
statement or intended to be paid to any promotet and the names of the principal 
underwriters of such security; 

(gi) the names and addresses of the vendois and the purchase price of any 
property, or good will, acquired or to be acquired, not in the ordinary course 
of business, which is to be defrayed in whole or in part from Uic piocccds of 
the security to be offered, the amount of any commission payable to any person 
in connection with such acquisition, and the name or names of such person 01 
persons, together with any expense incurred or to be incurred in connection 
with such acquisition, including the cost of borrowing money to finance such 
acquisition; 

(**) full particulars of the nature and extent of the interest, if any, of every 
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diiccloi, principal executive officer, and ot every stockholder holding mole than 
10 pci centum oi any (lass ol Mnik oi moie than to per centum in the aggicgate 
of the Mock of the issues , in any piopeuy acquit cd, not in the otdinary coutse 
ot business oi the issues, vwLliin two yetis ptcccdmg the filing of the registra- 
tion statement <n pioposwl to be accpiitcd at such date; 

(33) the names and addtesses ol counsel who have passed on the legality ot 
Lhc issue; 

(a;) dales oi and patties to, and the gcnctal cflcct concisely staled of evety 
malcual tontiact made, not in the otdinaty course of business, which contiau 
is to be executed in whole ot in pail at oi aftci the filing or the regulation 
statement oi which tontiaci has been made not moie than two yeais before 
such filing Any management conliact or contract providing for special bonuses 
or piofit-shaiing anangomenls, and cveiy material paLcnt or contract lor a 
material patent right, utul every contiact by or with a public utility company 
or an affiliate tlieicol, piovuling for Die giving or lecciving of technical or 
financial advice oi service (if such contiact may involve a chaige to any paity 
theiclo at a late in excess of $3,500 per year in cash or securities or anything 
else of value) , shall he deemed a matenal contract, 

(35) a balance sheet as of a dale not mote than ninety days prior to the dale 
of the filing of the icglstialion statement showing ail of the assets of the issiiei, 
the nature and cost thereof, whenever deletminable, in such detail and in such 
fonn as the Commission shall pi escribe (with intangible items segregated), 
including any loan in excess ot $ao,ooo to any ofiicci, director, stockholder ot 
person directly or iiulheclly coutiolling or conliollcd by the issuer, or poison 
under direct 01 indirect common conUol with the issuer. All the liabilities of the 
issuer in such detail and such form as (lie Commission shall pi escribe, including 
sutplus of the issuer showing how and Iiom what souices such surplus was 
cieated, all as of a date not moie than ninety days prior to the filing of the 
legislation statement. It such statement be not certified by an independent 
public or certified accountant, in addition to the balance sheet lequired to be 
submitted under tins schedule, a similar detailed balance sheet of the assets and 
liabilities ot the Issuer, certified by an independent public or certified accountant, 
of a date not 11101c than one year prior to the filing of the registration statement, 
shall be submitted; 

(36) a piofit and loss statement of the issuer showing earnings and income, 
the natuic and soutcc thcicof, and the expenses and fixed charges in such detail 
and such form as the Commission shall pi escribe for the latest fiscal year for 
which such statement is available and for the two preceding fiscal years, year by 
year, or, if such issuer has been in actual business for less than three years, then 
for such time as the issuer has been in actual busmes, year by year. If the date 
ol the filing of the regisu alien statement is more than six months after the 
close of the last fiscal year, a statement from such closing date to the latest 
practicable date. Such statement shall show what the practice of the issuer has 
been during the three years or lessoi period as to the character of the charges, 
dividends or other distributions made against its various surplus accounts, and 
as to depreciation, depiction, and maintenance charges, in such detail and fonn 
as the Commission shall prescribe, and if slock dividends or avails from the sale 
ot rights have been credited to income, they shall be shown separately with a 
statement of the basis upon which the credit is computed. Such statement shall 
also tliflercmlate between any reaming and nom cciu ring Income and between 
any Investment and operating income, Such Matcmcui shall be combed by an 
independent public or certified accountant; 
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(87) if the piocecds, or any pan ol the piocceds. o£ the secutity to be issued 
is to be applied diiectly 01 mditccLly to tlie purchase of any business, a profit 
and loss statement of such business cei ufied by an independent public or certified 
accountant, meeting the lcquueincnts of paiagiaph (36) of this schedule, for 
the three picceding fiscal yeais, together with a balance sheet, similaily certified, 
of such business, meeting the lequnemcnts of paiagraph (25) of tins schedule 
of a date not 11101 e than ninety days pi 101 to the filing of the lcgistiatiou state- 
ment or at the date such business was acquiicd by the lssuci if the business was 
acquiied by the issuci more than ninety flays prior to the filing of the legisla- 
tion statement; 

(s8) a copy of any agieeinent or agieements (01 if idenLic agreements aic 
used the loims thereof) made with any undciwntei, including all contiacts and 
agieements lefeired to in paragiaph (17) of this schedule, 

(ag) a copy of the opinion 01 opinions of counsel in respect to the legality 
of the issue, with a tianslalion of such opinion, when necessaiy, into the English 
language; 

(go) a copy of all mateiial contiacts lcfcned to in paiagraph (24) of this 
schedule, but no disclosuie shall be lequired of any poition ot any such contract 
if the Commission determines that disclosure of such poition would impaii the 
value of the contract and would not be necessaiy for the piotection of the 
mvestois; 

(31) unless previously filed and legislcicd under the piovisions of this title, 
and brought up to date, (a) a copy of its articles of lncoipmation, with all 
amendments thereof and of its existing bylaws or instruments corresponding 
theicto, whatever the name, if the issuer be a corpoialion; (b) copy of all 
instruments by which the tiust is cieatcd or declaicd, if the issuer is a trust; 
(c) a copy of its articles of paitnciship or association and all other papeis pei- 
taining to its oigani/alion, if the issuer is a paitnciship, unmcoiporatcd associa- 
tion, joint-stock company, or any other foim of organization; and 

(gg) a copy of the underlying agreements or lntlcntiucs affecting any stock, 
bonds, or debentuics offered or to be offered. 

In case of certificates of deposit, voting trust certificates, collateral tiust coui.fi- 
cates, ceiuflcates of lnlciest or shaies in unincorporated investment tiusts, 
equipment Uusl certificates, inteiim 01 other leceipts for ceilificates, and like sc- 
cuiities, the Commission shall establish lilies and regulations requiting the sub- 
mission of information of a like chaiacter applicable to such cases, together with 
such othei infoimation as it may deem appiopriate and necessaiy regarding the 
character, financial or othciwisc, of the actual issuer ot the seem i ties and/or the 
peison performing the acts and assuming the duties of depositoi or manager. 

SCHEDULE B 

(1) Name of boirowing government or subdivision thereof; 

(a) specific proposes in detail and the approximate amounts to be devoted 
to such purposes, so far as deteiminablc, for which the security to be offered is 
to supply funds, and if the funds are to be raised in pait from other souices, the 
amounts thereof and the sources theteof, shall be stated; 

(g) the amount of the funded debt and the estimated amount of the floating 
debt outstanding and to be created by the security to be offered, excluding inter- 
governmental debt, and a brief description ot the date, maturity, chaiactcr ot 
such debt, rale of interest, character of amortization provisions, and the security, 
if any, therefor. If substitution of any security is petmisslble, a statement of the 
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conditions undci which such sulistitiiLion is permitted. It substitution is per- 
missible without notice, .1 specific statement to that cllcct; 

(I) whcthei or not Hie lssuei oi ns piedecessoi has, within a penod ot twenty 
yeais prior to the filing ot the icgistiation statement, detaulted on the principal 
oi inteiesl ot any external sccuuly, excluding intergovernmental debt, and, it so, 
the date, amount, and ciicumstanccs ot such default, and the leans ot the 
succeeding anangcmcnl, it any; 

(5) the receipts, classified by souice, and the expendituics, classified by pur- 
pose, in such detail and loan as the Commission shall piescabc lot the latest 
fiscal yeai lor which such information is available and the two pieceding fiscal 
yeais, ycai by yeai; 

(G) the names and addicsscs ol the undcrwiiLeis, 

(7) the name and addicss of its aullioii/ed agent, it any, in the United Slates; 

(8) the estimated net pioceeds to be dciivcd liom the sale m the UniLcd 
States of the senility to he offered; 

(q) the pace at which if is pioposed that the senility shall be ofteied in ihe 
United States to the public or the method by which such pace is computed. A 
vaiiation in pace may he proposed paoi to the date ot the public offering ot 
the secuiity, but the Commission shall immediately lie notified of such variation; 

(10) all commissions paid or to he paid, diiectly or indirectly, by the issuer 
10 the undci wiitets m respect ot the sale ot the secuiity to be offered. Commis- 
sions shall include all cash, secuiitics, contracts, or anything else of value, paid, 
to be set aside, disposed ot, or undeistandings with or tor the benefit of any 
other persons iu which the underwntei is lntcicsicd, made, in connection with 
the sale ot such secuiity. Where any such commission is paid, the amount of 
such commission paid to cadi undcrwritci shall be stated; 

(II) the amount oi estimated amounts, licinucd iu reasonable detail, ot ex- 
penses, other than the commissions specified in paiagiaph (10) of this schedule, 
inclined or borne by or loi the account ot the issuer in connection with the sale 
ot the secuiity to be offcied or propcily changeable theicto, including legal, 
engineering, ccitificaiion, and other chaiges; 

(1a) the names and addresses of counsel who have passed upon the legality 
of the issue; 

(13) a copy of any agiccment 01 agreements made with any undeiwriter 
governing the sale of the security within the UniLed Stales; and 

(1 1) an agiccment of the issuei to furnish a copy of the opinion 01 opinions 
of counsel in lespect to the legality of the issue, with a tianslalion, where neces- 
sary, into the English language. Such opinion shall set out in full all laws, 
deciecs, oidinauces, or other acts of Government under which the Issue of such 
security has been autlioiizcd. 


TITLE II 


Section *oi. For the purpose of protecting, conseiving, and advancing the 
intetests of the holders ol foreign secuiitics in delaull, there is hereby cieatcd a 
body corporate with the name “Corporation of Foreign Security Holdcis" 
(herein called the “Corpoiation") . The principal office ol the Corpoiation shall 
he located in the Distiict of Columbia, but there may he established agencies ot 
btanch offices in any city or cities ot the United Stales under rules and regula- 
tions piescuhed by the board of clircctois. 

Sec. ao*. The contiol and management of the Corporation shall be vested in 
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a board o£ six dncciors, who shall be appointed and hold office in the following 
manner: As soon as ptacucable after the date this Act takes effect the Federal 
Tiade Commission (hereinaftei in this title called “Commission”) shall appoint 
six diiectois, and shall designate a chahman and a vice chainnan fiom among 
theii number After the ducctois designated as chanman and vice chairman 
cease to be direcLois, theii successor as chahman and vice chahman shall be 
elected by the board of diiectois itself. Oi the dncciors fiist appointed, two 
shall continue in office for a term of two yeais, two ioi a teim ol four years, 
and two foi a teim of six years, from the date this Act takes effect, the teim of 
each to be designated by the Commission at the time of appointment. Then 
successors shall be appointed by the Commission, each foi a teim ol six years 
from the date of the expiration of the term for which his piedcccssoi was 
appointed, except that any person appointed to Jill a vacancy occuning prior to 
the expiration of the term foi which his piedecessor was appointed shall be 
appointed only for the unexpired term of such predecessor. No person shall be 
eligible to serve as a director who within the five years preceding has had any 
iuteiest, diiect or indirect, in any corpoiation, company, partnership, bank or 
association which has sold, or offered for sale any foieign securities. The office 
of a director shall be vacated if the boatd of diiectois shall at a meeting specially 
convened for that purpose by resolution passed by a ma)onty of at least two- 
thirds of the board of directois, lemovc such member fiom office, provided that 
the member whom it is proposed to remove shall have seven days’ notice sent lo 
him of such meeting and that he may be heard. 

Sec. *03 The Corporation shall have powei to adopt, altei, and use a cor- 
porate seal, to make contracts; to lease such real estate as may be necessary for 
the transaction of its business, to sue ‘and be sued, to complain and to defend, 
in any court of competent jurisdiction. Slate or Fedcial, to inquire irom 
trustees, financial agents, or dealeis in foieign securities infoimalion lelativc to 
the original or present holders of foieign sociuitics and such other inhumation 
as may be required and to issue subpenas theiefoi; to take over the functions 
of any fiscal and paytng agents of any foreign securities in default; to bonow 
money for the purposes of this title, and to pledge as collateral for such loans 
any securities deposited with the Corporation puisuaiil to this title, by and 
with the consenL and approval of the Commission to select, employ, and fix the 
compensation of officers, directors, members of committees, employees, attorneys, 
and agents of the Corpoiation, without regal d to the provisions of olhei laws 
applicable to the employment and compensation oi ofliceis 01 employees of 
the United States; to define their authority and duties, requne bonds of them 
and fix Lhe penalties thereof, and to dismiss at pleasute such oUiceis, employees, 
attorneys, and agents; and lo prescribe, amend, and repeal, by its board ol 
directois, bylaws, rules, and icgulaliona governing the manner in which its 
general business may be conducted and the powets granted to it by law may 
be exercised and enjoyed, together with piovlsions foi such committees and the 
functions thcieof as the board of diicctors may deem nccessaty for facilitating 
its business under this title. The board oE diiectois of the Corporation shall 
deteimine and presciibe the manner in which Us obligations shall be incurred 
and its expenses allowed and paid. 

Sec. S04. The board of directois may— 

(1) Convene meeting oi holders or foreign seem i Lies. 

(2) Invite the deposit and undertake the custody of foreign securities which 
have defaulted in the payment cither of principal or interest, and issue receipts 
or certificates in the place of securities so deposited. 
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(3) Appoint comnnLlecs fiom the dilectors o£ the Coiporalion and/or all 
othei persons Lo rcpie&ent lioldcis of any class or classes of foieign securities 
which have delaulted in the payment either ot principal or inteiest and dctci- 
mine and legulate the functions of such committees. The chairman and vice 
chairman of the boaid of directors shall he ex officio chan man and vice chairman 
of each committee. 

(.1) Negotiate and cairy out, or assist in negotiating and cairying out, auange- 
mcnLs for the resumption of payments due or in arrears in respect of any 
foreign securities in default or for rearranging the terms on which Buch secu- 
rities may in futuie be held or for converting and exchanging the same for new 
securities or for any oLher object in relation thereto; and under this paiagrapli 
any plan or agreement made with respect to such securities shall be binding 
upon depositors, providing that the consent of holders resident in the United 
States of 60 per centum of the securities deposited with the Corporation shall 
be obtained. 

(5) Undertake, superintend, or take part in the collection and application of 
lunds derived irom foieign secuiities which come into the possession of or undet 
the contiol or management of the Corporation. 

(6) Collect, preserve, publish, circulate, and render available in icadily ac- 
cessible foinr, when deemed essential or necessary, documents, statistics, reports, 
and lnlonnation ol all kinds in lespcct of foieign securities, including particu- 
laily records of foieign external secuiities in default and records of the piogicss 
made toward the payment of past-due obligations 

(7) Take such steps as it may deem expedient with the view of securing the 
adoption of clear and simple foims of foreign securities and just and sound 
principles in the conditions and terms thereof. 

(8) Generally, act in the name and on behalf of the holders of foreign 
securities the care of representation of whose interests may be entrusted to the 
Corpoiation; conseive and piotect the rights and interests of holders of foreign 
secuiities issued, sold, or owned in the United States; adopt measuies for the 
piotection, vindication, and preservation or reservation of the rights and inter- 
ests of holders of foreign securities either on any default in 01 on breach or 
contemplated bleach of the conditions on which such foreign securities may have 
been issued, or otherwise; obtain for such holders such legal and other assistance 
and advice as the board of directors may deem expedient; and to do all such 
other things as are incident or conducive to the attainment of the above objects. 

Sec. 305. The board of directors shall cause accounts to be kept of all matters 
relating to or connected with the transactions and business of the Corporation, 
and cause a general account and balance sheet of the Corporation to be made 
out in each year, and cause all accounts to be audited by one or more auditors 
who shall examine the same and report thereon to the board of directors. 

Stc. 206. The Coipoiation shall make, ptint, and make public an annual 
repot t of its operations during each year, send a copy thereof, together with a 
copy of the account and balance sheet and auditor’s report, to the Commission 
and to both Houses of Congiess, and provide one copy of such report but not 
more than one on the application of any peison and on receipt of a sum not 
exceeding $1; Provided, That the board of directors in its discretion may dis- 
liibutc copies gratuitously. 

Sec. 307. The Coiporalion may in its discietion levy chaxges, assessed on a 
pro rata basis, on the holders ot foreign secuiities deposited with it: Provided, 
That any charge levied aL the time of depositing securities with the Corporation 
shall not exceed one fifth of 1 per centum of the face value of such securities: 
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Ptovitled fm tlier, That any additional chaiges shall bear a close lelationship 
to the cost o£ opci auons and negotiations including those enumerated in sections 
803 and 204 and shall not exceed 1 pet centum ol the face value of such 
securities. 

Sic so8 The Coipoiation may lcceive subscriptions fiom any person, foun- 
dation with a public puipose, or agency of the United States Government, and 
such subscriptions may, in the discretion of the boaid of duectois, be tieated as 
loans tepayable when and as the boaid ol duectois shall determine. 

Sec. 209 The Reconstiuction Finance Coipoiation is heieby authorized to 
loan out of its funds not to exceed $75,000 foi the use of the Corpoiation, 

Si'C. aio. Notwithstanding the ioiegomg piovisions of this tiLle, it shall be 
unlawful foi, and noLhing in this title shall be taken or construed as permitting 
ot authorizing, the Corporation in this title cieated, or any committee of said 
Corporation, or any peison or peisons acting ior or representing or puiporting 
to lepiesent it— 

(a) to claim or asseil 01 pietend to lie acting for 01 to represent the Depart- 
ment of State or the United States Government; 

(b) to make any statements 01 leprescnlations of any kind to any foreign 
government or its officials 01 the officials of any political subdivision of any 
foreign government that said Coipoiation or any commiLlce theieof or any 
individual or individuals connected therewith were speaking or acting foi the 
said Department of State or the United Slates Government, ot 

(c) to do any act ditectly or indirectly which would mteifeie with 01 
obstruct or hinder or which might be calculated to obstuicl, hinder or intei - 
fere with the policy ot policies of the said Department of State 01 the 
Government of the United Slates 01 any pending or contemplated diplomatic 
negotiations, arrangements, business or exchanges between the Government of 
the United States 01 said Dcpaitmenl of State and any loieign government or 
any political subdivision theieof 

Sec an. Tills title shall not take effect until the Picsident finds that iLs 
taking effect is in the public interest and by proclamation so declines. 

Sr,c. sia, This title may be cited as the “Coipoiation of Foieign Bondholder 
Act, iggg." 

Approved May 27 th 1933. 
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SECURITIES EXCHANGE ACT OF 1934I 

AND AMENDMENTS 


[Public— No. 291— 73D Congress] 


[H. R. 9333] 

AN ACT 

To piovirlc foi the regulation oC securities exchanges and of over-the-counter 
markets opeiating in intcistate and foieign commetce and through the mails, 
to prevent inequitable and unfau piucticcs on such exchanges and markets, 
and for othci pin poses. 

Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 

Title I— Regulation of Securities Exchanges 
SHORT TITLE 

Section 1. This ael may be cited as the "Securities Exchange Act of 1934.” 

NECESSITY FOR REGULATION AS PROVIDED IN THIS TITLE 

Sec. s. For the icasons hereinafter enumerated, transactions in securities as 
commonly conducted upon secuiities exchanges and over-the-counter maikets 
are ailected with a national public interest which makes it necessary to provide 
for tegulaiion and contiol of such transactions and of practices and matters 
related Lhcrcio, including tiansactions by ofliceis, directors, and principal security 
holders, to require appropriate reports, and to impose requirements necessary 
to make such legulation and contiol reasonably complete and effective, in order 
to prdlcct interstate commerce, the national credit, ihc Federal taxing power. 


1 The matter appearing in bold-face type with footnote references represents 
sections, subsections, and subparagraphs as amended Footnotes contain the text 
prior lo amendment. Bold-face type without footnote references indicates pro- 
visions added by amendment. The amendments, with varying effective dates, as 
indicated, are contained in Public, No. 6si, 74th Cong., appiovcd May 37, 1936. 
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to protect and make more effective the national banking system and Federal 
Reseive System, and to insure the maintenance of fair and honest markets in 
such transactions* 

(1) Such transactions (a) ate carried on in large volume by the public 
generally and in large part originate outside the States in which the exchanges 
and over-the-countei markets aie located and/ot are effected by means of the 
mails and instrumentalities of interstate commerce; (b) constitute an impor- 
tant part of the current of interstate commerce, (c) involve m laige pait the 
securities of issuers engaged in interstate commerce; (d) involve the use of 
credit, directly affect the financing of txade, industry, and tianspoitation m inter- 
state commerce, and directly affect and influence the volume of interstate com- 
merce; and affect the national credit. 

(a) The prices established and offered m such transactions aie generally dis- 
seminated and quoted throughout the United States and foieign countnes and 
constitute a basis for determining and establishing the puces at which secu- 
lities are bought and sold, the amount of certain taxes owing to the United 
States and to the several States by owneis, buyeis, and belleis of securities, and 
the value of collateral for bank loans. 

(g) Frequently the prices of secuiities on such exchanges and maikets are 
susceptible to manipulation and control, and the dissemination of such prices 
gives rise to excessive speculation, resulting in sudden and unreasonable fluctua- 
tions in the prices of securities which (a) cause alternately unreasonable expan- 
sion and unreasonable contraction of the volume of credit available foi trade, 
transportation, and industry in inteistate commerce, (b) hinder the pioper 
appraisal of the value of securities and thus prevent a fail calculation of taxes 
owing to the United States and to the several States by owneis, buyeis, and sellcis 
of securities, and(c) ptevent the fair valuation of collateial for bank loans 
and/or obstruct the effective operation of the national banking system and 
Federal Reserve System. 

(4) National emergencies, which produce widespread unemployment and the 
dislocation of trade, transportation, and indusuy, and which buiden interstate 
commerce and adversely affect the geneial welfare, are piecipitalcd, intensified, 
and prolonged by manipulation and sudden and unreasonable fluctuations of 
security prices and by excessive speculation on such exchanges and maikeLs, and 
to meet such emergencies the Federal Government is put to such great expense 
as to burden the national credit. 

DEFINITIONS AND APPLICATION OF TITLE 

Sec. g (a) When used in this title, unless the conlcxt otherwise requires— 

(1) The teim "exchange” means any organization, association, • or gioup of 
persons, whether incorporated or unincorporated, which constitutes, maintains, 
or provides a market place or facilities for biinging together purchasers and 
selleis of securities or for otherwise pcrtoiming with respect to securities the 
functions commonly performed by a stock exchange as that term is generally 
understood, and includes the market place and the market facilities maintained 
by such exchange. 

(a) The term "facility” when used with respect to an exchange includes its 
premises, .tangible or intangible properly whether on the premises or not, any 
right to the use of such premises or property or any service thereof for the 
purpose of effecting or reporting a transaction on an exchange (including, 
among other things, any system of communication to or from the exchange, by 
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ticker 01 othciwisc, maintained by oi with the consent o£ the exchange) , and 
any light o£ the exchange to the use of any propeity or service. 

(3) 'The tram “membra” when used with lcspcct to an exchange means any 
peison who is permitted cither to effect transactions on the exchange without 
the services of another peison acting as brokra, 01 to make use of the facilities 
of an exchange for transactions theieon without payment of a commission 01 
fee or with the payment of a commission or fee which is less than that cliaiged 
the gcncial public, and includes any him transacting a business as broker 01 
dealer of which a membra is .1 paitner, and any paiLncr of any such him. 

(4) The tram “lnoker” means any peison engaged in the business of effecting 
tiansaclions in sccuiities for the account of others, but does not include a bank. 

(5) The tram "dealci” means any peison engaged in the business of buying 
and selling securities foi his own account, thiough a bioker or otheuvise, 
but does not include a bank, or any person insofar as he buys or sells secuuties 
foi his own account, eithra individually or m some fiduciary capacity, but not 
as a pail of a tegular business. 

(6) The train “bank” means (A) a banking institution organized under the 
laws of the United Stales, (B) a membra bank of the Federal Reserve System, 
(C) any other banking institution, whether incorporated or not, doing business 
under the laws of any Slate or of the United Stales, a substantial poition oi Lhe 
business of which consists of receiving deposits or excicising fiduciary poweis 
similar to those pennitted to national banks under section 11 (k) of the Fedeial 
Rcseive Act, as amended, and which is supervised and examined by State or 
Federal aulhoiity having supeivision over banks, and which is not operated for 
the puipose of evading the piovisions of this title, and (D) a teccivei, con- 
servator, or other liquidating agent of any institution or firm included m dailies 
(A) , (B) , or (C) of this paragiaph. 

(7) The tram “director" means any director of a corporation or any person 
pcrfoiming similar (unctions with respect to any organization, whether incor- 
porated or unincoipoiaicd. 

(8) The Irani “issuei" means any peison who issues or proposes to issue any 
security; except that with respect to ceitificates of deposit for securities, voting- 
tiust ceitificates, ot collateral-trust certificates, or with respect to certificates of 
inlcresi or sliaics in an unincoiporaicd investment trust not having a board of 
diiecLois or of the fixed, restricted management, or unit type, the tram “issuer" 
means the peison or persons perfonning the acts and assuming the duties of 
dcpositoi or manager pursuant to the piovisions of the trust or other agreement 
or instrument under which such securities aie issued; and except that with ic- 
spect to equipmeni-tvust certificates 01 like sccuiities, the tram “issuer” means 
the person by whom the equipment or pioperty is, or is to be, used. 

(9) The term "peison" means an individual, a corpoialion, a partnership, an 
association, a joint-stock company, a business trust, or an unincorporated organ- 
ization. 

(10) The tram “secuiity” means any note, stock, treasury stock, bond, deben- 
ture, certificate of ini west or paiticipation in any profit-sharing agreement or 
in any oil, gas, or other mineral loyalty or lease, any collateial-trust certificate, 
p reorganization certificate or subsciiption, tiansfeiable shaie, invesunent con- 
tract, voting-trust certificate, certificate of deposit, for a secuiity, or in geneial, 
any instrument commonly known as a “security”; or any certificate of inteiest 
or participation in, icmporaiy 01 interim reitificale for, leccipt for, or warrant 
or light to subscribe to or purchase, any oi the foiegoing: but shall not include 
cunency or any note, diaft, bill ot exchange, or banket’s acceptance which has a 
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maLuiiiy at the time ol issuance of not exceeding nine months, exclusive of days 
oi glace, or any lcnetval thereof the maturity ol which is likewise limited 

(n) The teim “equity secunty” means any stock or similar secuilLy; 01 any 
security conveitible, with or without cousideialion, into such «i secunty, 01 
cairying any wairant or light to subsciibe to 01 pm chase such a secunty, or any 
such wauant 01 light, 01 any othei secunty which the Commission shall deem 
to be of similar natuie and considet necessary oi appiopnale, by such rules and 
regulations as it may piescnbe in the public mteicst or lor the protection of 
investois, to ticat as an equity secunty. 

(is) The teim "exempted secunty” oi “exempted securities” shall include 
secunties which are duect obligations of or obligations guaiantced as to prin- 
cipal oi interest by the United StaLes, such secunties issued oi guaiantced by 
corpoiations in which the United States has a direct oi mdiiect liueicst as shall 
be designated for exemption by the Secretary of the Tieasuiy as necessaiy oi 
appiopriate in the public inteicst oi for the piotection of investois; secunties 
which are diiect obligations of ot obligations guaiantced as to piincipal oi 
inteiest by a State or any political subdivision thereof oi any agency oi mstiu- 
mentahty of a State or any political subdivision thereol or any municipal cor- 
poiatc instrumentality ot one oi more States; and such other secunties (which 
may include, among otheis, untegisteied seem i ties, the maikeL 111 which is 
predominantly intiaslate) as the Commission may, by such lulcs and regulations 
as it deems necessaiy ot appropriate in the public interest or for the ptotection 
of investors, either unconditionally or upon specified terms and conditions oi foi 
stated periods, exempt fiom the operation of any one oi moie provisions of this 
title which by their teims do not apply to an "exempted secutity” or to 
"exempted secunlies.” 

(13) The terms "buy” and "purchase” each include any contract to buy, 
puichase, or otherwise acquhe. 

(14) The terms “sale” and “sell” each include any contiact to sell or othei- 
Wise dispose of. 

(15) The term “Commission” means the SecuiiLies and Exchange Commis- 
sion established by section 4 of this title. 

(16) The teim "State” means any State of the United Slates, the Distucl of 
Columbia, Alaska, Hawaii, Ptteilo Rico, the Philippine Islands, the Cana! Zone, 
the Vngin Islands, 01 any olher possession of the United StaLes. 

(17) The' lerm "interstate commerce" means trade, commeicc, Lranspoitation, 
or communication among the seveial Stales, or between any foicign tommy and 
any State, 01 between any State and any place or ship outside theieof. 

(b) The Commission and the Fedcial Rescivo Boaid, as to matters within 
their respective juiisdictions, shall have power by lulcs and lcgulations to define 
technical, trade, and accounting leans used m this title insofar as such defini- 
tions are not inconsistent with the provisions of this title. 

(c) No piovision of this title shall apply to, or be deemed to include, any 
executive depaitment or independent establishment of the United States, or any 
lending agency which is wholly owned, directly or indirectly, by the United 
States, or any officer, agent, or employee of any such department, establishment, 
or agency, acting in the course of his official duty as such, unless such provision 
makes specific refeience to such department, establishment, or agency. 

SECURITIES AND EXCHANGE COMMISSION 

Sec. 4. (a) Theie is hcieby established a Securities and Exchange Commission 
(hereinafter lcfened to as the "Commission”) to be composed of five com- 
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missions s to be appointed by the Pi evident by and with the advice and consent 
ol the , Senate Not more than thiec of such commissioners shall be membets of 
the same political party, and in making appointments mcmbeis o£ difiercnl 
political panics shall be appointed alternately as neatly as may be piacticable. 
No commissionoi shall engage in any other business, vocation, 01 employment 
than that of solving as commissioner, not shall any commissioner paiticipate, 
dhcclly or indiicctly, in any SLork-maikci opeiations or transactions of a char- 
acter subject to tcguliUion bv the Commission pmsuant to this title. Each com- 
niissionei shall leceive a salaiy at the late of $10,000 a year and shall hold 
office fot a ictm of five yeais, cxcepL thaL (1) any commissionct appointed to 
fill a vacancy occulting pilot to the expiration of the teim for which his 
piedeccssor was appointed, shall be appointed for the remainder of such term, 
and (2) the let 111s of office of the commissioners fiist taking office after the date 
of ciuicLment of this title shall expne, as designated by the President at the 
time of nomination, one at the end ot one ycai, one at the end of two yeais, 
one at the end of three years, one at the end of four years, and one at the end 
of five yeais, aftci the dale of enactment of this tide. 

(b) The Commission is authorized to appoint and fix the compensation of 
such officeis, attorneys, cxamineis, and other cxpcits as may be necessary fot 
canying out its functions undei this Act, without rcgaid to the piovisions of 
other laws applicable to the employment and compensation of officers and em- 
ployees of the United States, and the Commission may, subject to the civil-service 
laws, appoint such odici officers and employees as are necessary in the execution 
of Us functions and fix their salaries in atcoidance with the Classification Act 
of 19*3. as amended. 

TRANSACTIONS ON UNREGISTERED EXCHANGES 

Si.c. 5. It shall be unlawful for any broker, dealer, 01 exchange, directly or 
indirectly, to make use of the mails or any means or insliumentahty of interstate 
Lommcitc for the puipose of using any facility of an exchange within or subject 
to the juiisdiction of the United States to effect any tiansaction in a security, 01 
to icpott any such transaction, unless such exchange (1) is legisteied as a 
national securities exchange undei section 6 of this title, 01 (2) is exempted from 
such legislation upon application by the exchange because, in the opinion of 
the Commission, by reason of the limited volume of tiansactions effected on 
such exchange, it is not piacticable and not necessary or appropriate in the 
public Intcresl 01 for the piotection ot investois to require such reglstialion. 

REGISTRATION OE NATIONAL SECURITIES EXCHANGES 

Sue. G. (a) Any exchange may be legistercd with the Commission as a national 
securities exchange under the teims and conditions hereinafter piovided in this 
section, by filing a legislation statement in such form as the Commission may 
preset ibe, containing the agreements, vetting forth the infoimation, and accom- 
panied by the documents, below specified: 

(1) An agreement (which shall not be constiued as a waiver of any consti- 
tutional right or any right to contest the validity of any rule ot regulation) to 
comply, and to cnfoicc so tar as Is within its poweis compliance by its membcis, 
with the provisions of this title, and any amendment thereto and any rule 01 
regulation made or to be made thcicunder; 

(a) Such data as to its organization, rules ot procedure, and membership, 
and such other information as the Commission may by rules and regulations 
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require as being necessaiy or appropriate m the public interest or lor the pro- 
tection of investors; 

(g) Copies of its constitution, articles of incorporation with all amendments 
thcielo, and of its existing bylaws 01 lules 01 lnsliunicnts coucsponding thcicLo, 
whatever the name, which aie heicinaftei collectively lefened to as the "lules 
of the exchange”, and 

(4) An agreement to furnish to the Commission copies of any amendments 
to the rules of the exchange forthwith upon then adoption. 

(b) No registration shall be granted or remain in force unless the rules of 
the exchange include provision foi the expulsion, suspension, 01 disciplining of 
a member for conduct or proceeding inconsistent with just and equitable prin- 
ciples of trade, and declare that the willful violation of any provisions of this 
title or any rule or regulation thereunder shall be considered conduct 01 pro- 
ceeding inconsistent with just and equitable principles of trade. 

(c) Nothing in this title shall be consLiued to prevent any exchange from 
adopting and enforcing any rule not inconsistent with this title and the rules 
and regulations thereunder and the applicable laws of the State in which it 
is located. 

(d) If it appears to the Commission that the exchange applying for legisla- 
tion is so organized as to be able to comply with the provisions of this title and 
the rules and regulations thereunder and that the rules of the exchange are 
just and adequate to insure fair dealing and to protect invcstois, the Commis- 
sion shall cause such exchange to be registered as a national securities exchange. 

(e) Within thirty days after the filing of the application, the Commission 
shall enter an order either granting or, after appropriate notice and opportunity 
for hearing, denying registration as a national securities exchange, unless the 
exchange applying for registration shall withdraw its application or consent to 
the Commission’s deferring action on its application for a stated longer period 
after the date of filing. The filing with the Commission of an application for 
registration by an exchange shall be deemed to have taken place upon the 
receipt thereol. Amendments to an application may be made upon such terms 
as the Commission may prescribe. 

(f) An exchange may, upon appropriate application in accordance with the 
rules and regulations of the Commission, and upon such terms as the Commis- 
sion may deem necessary for the protection oi investois, withdraw its registration. 

MARGIN REQUIREMENTS 

Sec. 7. (a) For the purpose of preventing the excessive use of credit for the 
purchase or carrying of securities, the Federal Reserve Board shall, prior to the 
effective date of this section and from time to time thereaftei, prescribe rules 
and regulations with respect to the amount of credit that may be initially 
extended and subsequently maintained on any secuiity (other than an exempted 
secuiity) registered on a national securities exchange. For the initial extension 
of credit, such rules and regulations shall be based upon the following standard: 
An amount not greater than whichever is the higher of— 

(1) 55 per centum of the cuirent maiket price of the securiLy, or 

(a) loo per centum of the lowest market price of the security during the 

preceding thirty-six calendar months, but not more than 75 per centum of the 

current market price. 

Such lules and regulations may make appropriate provision with respect to the 
carrying of undermargined accounts for limited periods and under specified 
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conditions; tlic withdrawal of funds or securities, the substitution or additional 
purchases ol securities; Lhc transfer of accoums fiom one lender to anothei, 
special or dillcicnl margin lequnements fbi delayed deliveries, shoit sales, 
aibitiage Uansactions, and securities to which paiagiaph (s) of this subsection 
docs not apply; the bases and the methods to be used in calculating loans, and 
mat gins and market puces; and similai admrmstiative adjustments and details. 
For the pul poses ol paiagiaph (a) of this subsection, until July 1, 1936, the 
lowest price at which a senility has sold on or after July 1, 1933, shall be con- 
sider cd as the lowest pi ice at which such security has sold during the preceding 
thirty-six calendar months. 

(b) Notwithstanding the provisions of subsection (a) of this section, the 
Fcdeial Rescive Boaid, may, fiom time to time, with respect to all or specified 
secuntics 01 transactions, oi classes of securities, 01 classes of transactions, by 
such lulcs and lcgulalions (1) picsaibe such lower margin requncments for 
the initial extension or maintenance of credit as it deems necessary or appro- 
priate for the accommodation of commerce and industry, having due regard to 
the general credit situation of the country, and (a) prescribe such higher maigin 
requirements for the initial extension 01 maintenance of credit as it may deem 
necessaiy 01 appropriate to ptevent the excessive use of ciedit to finance tians- 
aclions in securities. 

(c) It shall be unlawful for any member of a national securities exchange or 
any biokcr or dcalci who transacts a business in securities through the medium 
of auy such member, dneclly or inditcctfy to extend 01 maintain ciedit or 
anange for the extension or maintenance of credii to or for any customer— 

(1) On any secuiity (other than an exempted security) rcgisiered on a 
national secuntics exchange, in contiaventlon oi the rules and regulations which 
the Fcdeial Reserve Board shall prescribe under subsecnons (a) and (b) of 
this section. 

(*) Without collateral or on any collateral other than exempted securities 
and/or securities registered upon a national securities exchange, except in 
accordance with such lUles and regulations as the Federal Reserve Board may 
picseribe (A) to permit undei specified conditions and foi a limited period any 
such member, brokci , or dealer to maintain a credit initially extended in con- 
formity with the rules and lcgulalions of the Federal Reserve Board, and (B) 
to permit the extension or maintenance of credit in cases where the extension 
or maintenance of credit is not for the purpose of purchasing or carrying 
securities 01 of evading 01 chcumventing the piovisions of paragraph (1) of 
this subsection. 

(d) II shall be unlawful for any poison not subject to subsection (c) to 
extend or maintain ciedit or to airange for the extension or maintenance of 
ciedit for the puiposc of purchasing or carrying any security registered on a 
national securities exchange, in contravention of such rnles and regulations as 
the Federal Reseivc Board shall prcsciibc to prevent the excessive use of credit 
for the purchasing or cairying of or trading in securities in circumvention of 
the other piovisions of this section. Such rules and regulations may impose upon 
all loans made for the purpose of pui chasing or cariying securities legisteicd 
on national securities exchanges limitations similar to those imposed upon 
members, bickers, or dealers by subsection (c) of this section and the rules and 
regulations thereunder. This subsection and the rules and regulations thereunder 
shall not apply (A) to a loan made by a person not in the oidinary couise oi 
his business, (B) to a loan on an exempted security, (C) to a loan to a dealer 
to aid in the financing of the distribution of securities to customers not thiough 
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the medium of a national secunlies exchange, (D) Lo a loan by a bank on a 
security other than an equity security, or (E) to such other loans as the Fcdeial 
Reseive Board shall, by such lules and regulations as it may deem necessary or 
appropriate in the public interest 01 foi the protection of investois, exempt, 
eithei unconditionally 01 upon specified teims and conditions or for stated 
periods, fiom the opeiation of this subsection and the rules and regulations 
thereundei 

(e) The piovisions of this section 01 the lules and legulations theieunder 
shall not apply on 01 bcfoie July 1, 1937, to any loan 01 extension of ciedit 
made piior to the enactment of this title 01 to the maintenance, tenewal, 01 
extension of any such loan or a edit, except to the extent that the Federal 
Reseive Boaid may by rules and legulations prescribe as necessary to prevent 
the circumvention of the provisions of this section or the lules and regulations 
thereundei by means of withdrawals of funds 01 securities, substitutions of 
securities, 01 additional puichases 01 by any other device. 

RESTRICTIONS ON BORROWING BY MEMBERS, BROKERS, AND 
DEALERS 

Sec 8. It shall be unlawful for any member of a national securities exchange, 
or any broker 01 dealei who Uansacts a business in securities through the 
medium of any such member, daectly 01 inducctly— 

(a) To botiow in the oidmary couisc of business as a bioker 01 dealer on 
any security (other than an exempted secuiity) registered on a national 
secuiities exchange except (1) Bom or through a member bank of the Federal 
Reserve System, (a) fiom any nonmember bank which shall have filed with 
the Federal Reserve Boaid an agreement, which is still in fotce and which is in 
the form picscribed by the Boaid, undertaking to comply with all provisions of 
this Act, the Federal Reserve Act, as amended, and the Banking Act of 1933, 
which are applicable to member banks and which relate to the use of credit to 
finance transactions in secuiities, and with such rules and regulations as may be 
prescribed pursuant to such piovisions of law or for the puipose of preventing 
evasions theieof, or (3) in accordance with such rules and legulations as the 
Federal Reserve Board may prescribe to permit loans between Buch members 
and/or biokers and/or dealers, or to peimit loans to meet emcigency needs. 
Any such agreement filed with the Federal Reserve Board shall be subjecL to 
termination at any lime by older of the Board, after appropriate notice and 
opportunity for hearing, because of any failuie by such bank to comply with 
the provisions theieof or with such piovisions of law or rules or regulations, 
and, Tor any willful violation of such agi cement, such bank shall be subjecL to 
the penalties provided for violations of rules and regulations prescribed under 
this title. The provisions of sections si and eg of this title shall apply in the 
case of any such proceeding or order of the Federal Reserve Board m the same 
manner as such provisions apply in the case of piocccdings and oidcis of the 
Commission. 

(b) To permit in the oidinary couisc of business as a broker his aggiegatc 
indebtedness to all othei persons, including customcis’ credit balances (but 
excluding indebtedness sccuiod by exempted securities) , to exceed liuch per- 
centage of the net capital (exclusive of fixed assets and value of exchange 
membeiship) employed in the business, but not exceeding in any case a, 000 per 
centum, as the Commission may by rules and legulations prescribe as necessary 
or appropiiate in the public mteicsi or for the piotection of investois. 
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(c) In coiiuavcnlion of such utlei and regulations as the Commission shall 
picsciibc foi the piolcuion of investors to hypothecate or airange for the 
hypothecation of any secuiities cauicd for the account oi any customer undei 
circumstances (1) that will pet nut the commingling of his securities without 
his wiitLen consent with the secuiities of any other customer, (a) that will 
permit such scuuiues to be commingled with the securities of any petson other 
than a bona fide cuslomci, or (3) that will permit such securities to be hypothe- 
cated, or subjected to any lien or claim of the pledgee, for a sum in excess of 
the aggiegate indebtedness of such customers in lespect of such securities. 

(d) To lend or arrange lor the lending of any securities carried foi the 
account of any customei without the wiittcn consent of such customer. 

PROHIBITION AGAINST MANIPULATION OF SECURITY PRICES 

Sfg. g. (a) It shall be unlawful for any peison, directly 01 indirectly, by the 
use of the mails or any means 01 instiumcntaiity of inteistatc commerce, or of 
any facility of any national securities exchange, or for any membei of a 
national securities exchange— 

(1) For the pmpose of cicating a false or misleading appearance of active 
hading in any sccuiity legislcied on a national securities exchange, or a false or 
misleading appeal ante with tespcct to the matket for any such security, (A) to 
eiicct any uansaction in such sccuiity which involves no change in the beneficial 
ownership theieol, or (II) to enter an older or oulers for the purchase of such 
security with the knowledge that an ordei or oiders of substantially the same 
si/e, at substantially the same time, and at substantially Lhe same price, for the 
sale of any such security, has been or will be entcied by or for the same or 
different parties, or (G) to enter any older or orders for the sale of any such 
security with the knowledge that an order or ordeis of substantially the same 
si/e, at substantially the same tune, and at substantially the same price, for the 
purchase of such sccuiity, has been oi will be entcied by or ior the same or 
diffeient panics. 

(s) To effect, alone or with one or more other peisons, a seiics of trans- 
actions in any senility legisicrccl on a national secuiities exchange creating 
actual or appaicnl active trading in such sccuiity 01 laising or depiessmg the 
price of such sccuiity, for the puiposc of inducing the purchase or sale of such 
security by oihcis. 

(3) If a dealer or luokcr, or other person selling or offering for sale or 
purchasing or offering to purchase the security, to induce the purchase or sale 
of any security rcgisteied on a national securities exchange by the circulation 
or dissemination in the ordinary course of business of information to the effect 
that the price of any such security will or is likely to lisc or fall because of 
market operations of any 011c 01 mote persons conducted ior the purpose of 
raising or depressing the pi ices of such security. 

(,j) If a dealer or luokcr, 01 oilier person selling or offering for sale or 
puichasing or ofiering to purchase the security, to make, lcgarding any security 
rcgisteied on a national secuiities exchange, for the ptupose of inducing the 
purchase or* sale of such sccuiity, any statement which was at the same time 
anil in the light of the circumstances under which it was made, false 01 mis- 
leading with tospect to any matetlal fact, and which he knew or had reasonable 
ground to believe was so false or misleading 

(5) For a consideration, received directly or indirectly from a dealer or 
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bioker, or oLhci pel son selling oi offeiing tor sale 01 purchasing or offcung to 
pui chase the secuuty, to induce the puichasc 01 sale of any secumy lcgistcrcd on 
a national secui 1 ties exchange by the circulation or dissemination of information 
to the effect that Lhc price of any such secui ity will 01 is likely to lisc or fall 
because of the maiket operations of any one 01 moie poisons conducted for the 
purpose of raising or depressing the puce of such sccunty, 

(6) To effect either alone or with one or more oLher persons any seiies of 
transactions for the purchase and/oi sale of any secuuty legisteied on a national 
securities exchange for the purpose of pegging, fixing, 01 stabilizing the price 
of such secuuty in conti aventlon of such rules and legulations as the Commis- 
sion may prescube as necessary or appiopuatc in the public inteicst 01 for the 
protection of investois 

(b) It shall be unlawful for any peison to effect, by use of any facility of a 
national securities exchange, in contiavention of such rules and icgulations as 
the Commission may prescribe as nccessaiy or appiopriate in the public interest 
or for the protection of investors— 

(l) any transaction in connection with any secuuty whereby any paity to 
such tiansaction acquires any put, call, straddle, or other option or privilege of 
buying the secuiity fiom or selling the security to another without being bound 
to do so; or 

(a) any transaction in connection with any security with relation to which he 
has, duectly or indhectly, any interest in any such put, call, straddle, option, 01 
puvilege, or 

(3) any transaction in any security fot the account of any person who he has 
reason to believe has, and who actually has, directly or indhectly, any interest in 
any such put, call, stiaddlc, option, or privilege with lelation to such security. 

(c) It shall be unlawful for any member of a national securities exchange 
directly or indirectly to endorse or guarantee the perfoimance of any put, call, 
straddle, option, or privilege in relation to any security registered on a national 
securities exchange, in contravention of such rules and legulations as the Com- 
mission may prescribe as necessary or appropriate in the public mteresL or for 
the protection of investors. 

(d) The teims "put," “call,” "straddle," "option,” or "piivilege" as used in 
this section shall not include any regisleied warrant, right, or convertible 
security, 

(e) Any person who willfully participates in any act or transaction in viola- 
tion of subsection (a) , (b) , or (c) of this section, shall be liable to any person 
who shall purchase or sell any secuiity al a price whfyh was affected by such 
acL or transaction, and the person so injured may sue tin law or in equity in 
any court of competent jurisdiction to recover the damages sustained as a result 
of any such act or transaction. In any such suit the court may, In its discretion, 
lequire an undertaking for the payment of the costs of such suit, and assess 
reasonable costs, including reasonable attorneys’ fees, agaihst either party litigant. 
Every person who becomes liable to make any payment under this subsection 
may recover contribution as in cases of contract from any person who, if joined 
m the original suit, would have been liable to make the same payment. No 
action shall be maintained to enforce any liability created under this section, 
unless brought within one year after the discovery of the facts constituting the 
violation and within three years after such violation, 

(f) The provisions of this section shall not apply to an exempted security. 
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REGULATION OF THE USE OF MANIPULATIVE AND DECEPTIVE 
DEVICES 

Sec. io It shall be unlawful foi any poison, dnocily oi indiicctly, by the use 
of any means oi mstiumcniality of intcistale commeire oi of the mails, or of 
any facility of any national securities exchange— 

(a) To cffecL a slant sale, or to use oi employ any stop-loss order in connec- 
tion with the purchase or sale, of any sccuiiiy lcgistcicd on a national securities 
exchange, in contiavcmion of such lules and icgulations as the Commission may 
prescribe as ncccssaiy oi appiopiiatc in the public interest or lor the piotcction 
of investois. 

(b) To use or employ, in connection with the pui chase or sale of any 
security icgistcred on a national sectuiiles exchange or any security not so 
registcicd, any manipulative or deceptive device or contrivance in contiavention 
of such rules and regulations as the Commission may presenbe as necessary or 
appiopriatc in the public inteicst or for the protection of investois. 

SEGREGATION AND LIMITATION OF FUNCTIONS OF MEMBERS, 
BROKERS, AND DEALERS 

Sec. ii. (a) The Commission shall picscribc such rules and icgulations as it 
deems ncccssaiy or appropiiatc in the public interest or for the protection of 
investois, (l) to legulale or picvcnt floor trading by members of national 
securities exchanges, directly or indirectly for their own account or for discic- 
tionaiy accounts, and (a) to prevent such excessive tiadmg on the exchange but 
off the floor by mcmbeis, directly or indirectly for their own account, as the 
Commission may deem detrimental to the maintenance of a fair and orderly 
market. It shall be unlawful for a member to effect any transaction in a security 
in coiUiavcnLion of such rules and icgulations, but such rules and regulations 
may make such exemptions foi arbitrage transactions, for transactions in 
exempted securities, and, within the limitations of subsection (b) of this section, 
for uansactions by odd-lot dealeis and specialists, as the Commission may deem 
necessaiy or appropriate in the public interest or for the protection of invesiois. 

(b) When not in contravention of such lules and regulations as the Com- 
mission may pi escribe as necessary or appropriate in the public interest or for 
the piotcction of investors, the rules of a national sccuiities exchange may 
permit (l) a member to be reglsicicd as an odd-lot dealer and as such lo buy 
and sell for his own account so far as may be icasonably necessary to cany on 
such odd-lot tiansactions, and/or (a) a member to be registeicd as a specialist 
If under the rules ancl regulations of the Commission a specialist is pcimitied 
lo act as a dealer, or is limited to acting as a tlcalci, such rules and icgulations 
shall lcsirict his dealings so far as piacticable to those reasonably ncccssaiy to 
permit him to maintain a fair and oulcily maiket, and/oi to those ncccssaiy to 
permit him to act as an odd-lot dealer if the rules of the exchange peimit him 
to act as an odd-lot dealer. It shall be unlawful for a specialist or an official of 
the exchange to disclose information in regard to orders placed with such 
specialist which is not available to all mcmbeis or the exchange, to any peison 
other than an official of the exchange, a representative of the Commission, or a 
specialist who may be acting tor such specialist; but the Commission shall have 
power to loquiie disclosure to all members of the exchange of all orders placed 
with specialists, under such rules and regulations as the Commission may 
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picscribc as necessaiy or appropnate in the public interest or foi the protection 
o£ inve&lois. It shall also be unlawful foi a specialist acting as a bioker to effect 
on the exchange any LiansacLion except upon a market or limited piice ordei 

(c) If because of the limited volume of liansactions effected on an exchange, 
it is in the opinion of the Commission impiaclicable and not necessaiy or 
appropiiatc in the public intcicst 01 foi the pioteclion of mvcstois to apply any 
of Lhe foiegoing piovisions of this section 01 the lulcs and regulations thcie- 
under, the Commission shall have power, upon application ol the exchange and 
on a showing that the lules of such exchange aie otheiwisc adequate foi the 
protection of investois, to exempt such exchange and its membeis Irom any 
such pi o vision or rules and leg ulalions 

(d) It shall be unlawful foi a member of a national seciuities exchange who 
is both a dealer and a bioker, or for any peison who both as a biokci and a 
dealer transacts a business m securities thiough the medium of a member oi 
otheiwisc, to effect thiough the use of any facility ol a national secuiities ex- 
change or of the mails or of any means or instrumentality of interstate com- 
merce, 01 otherwise in the case of a membei, (i) any transaction in connection 
with which, directly or indirectly, he extends or maintains or arranges for the 
extension or maintenance of credit to or for a customer on any sccuiity (other 
than an exempted security) which was a pait of a new issue m the distribution 
of which he participated as a member of a selling syndicate or group within 
six months pnor to such Uansaction: Provided, That ciedit shall not be deemed 
extended by reason of a bona fide delayed delivery of any such secuiily against 
full payment of the entire purchase price theieof upon such delivoiy within 
thiity-fivc days after such purchase, or (a) any transaction with lespcct to any 
secuiily (other than an exempted security) unless, if the transaction is with a 
customer, he discloses to such customer in writing at 01 befote the completion 
of the transaction whether he is acting as a dealer for his own account, as a 
broker for such customer, or as a broker for some other peison 

(e) The Commission is dhccied to make a study of the feasibility and 
advisability of the complete segiegation of the functions of dealci and bioker, 
and to report the results of its study and its lecommcndaiious to the Congress 
on or before January 3, 1936. 

REGISTRATION REQUIREMENTS FOR SECURITY 

Sec. is. (a) It shall be unlawful for any member, broker, or dealet to effect 
any transaction in any secuiily (other than an exempted security) on a national 
securities exchange unless a legislation is effective as to such sccuiity for such 
exchange in accoi dance with the provisions of this title and the rules and regu- 
lations thereunder. 

(b) A security may be registered on a national secuiities exchange by the 
issuer filing an application with the exchange (and filing with the Commission 
such duplicate originals theieof as the Commission may require) , which appli- 
cation shall contain— 

(1) Such information, in such detail, as to the issuer and any peison directly 
01 indirectly controlling or controlled by, or under direct or indiiect common 
contiol with, the issuer, and any guarantor of the secuiity as to Jnincipal or 
interest or both, as the Commission may by rules and regulations requite, as 
necessary or appropriate in the public interest or for the protection of investors, 
in respect of the following: 

(A) the organization, financial structure and natuic of the business; 
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(B) the terms, position, lights, and piivilcges of the dilTcient classes of 
sccuiities outstanding; 

(C) the teinis on which their seem hies aie to be, and during the preceding 
tluec ycais iiave been, oil vied to the public ( or otherwise; 

(D) the di'icctors, oOiccis, aiul undeiwiitcis, and each secunty holder of 
iccoul holding moie liian 10 pci centum ol any class of any equity secuiity 
of Lhc issuer (otliet than an exempted senility) , then lemuiiciation and then 
interests in the sccuiities or, and then matenal contiacts with, the issuer and 
any poison diiectly 01 hiduectly contiolling or contiolled by, or under dnect 
01 mdiicct common contiol with, the issuei; 

(K) lemuneiation to otheis than dhcctois and officeis exceeding $30,000 
pci annum; 

(F) bonus and piofit-sliaiing anangements; 

(G) management and service contracts; 

(H) options existing or to be cicated in lcspecl of theii sccuiities; 

(I) balance sheets for not moie than the thiee preceding fiscal years, ceiti- 
fiecl if lcquiied by the rules and regulations of the Commission by independent 
public accountants; 

(f) piofit and loss statements for not moie than the thiee preceding fiscal 
ycais, i citified it requited by the rules and regulations of the Commission 
by independent public accountants; and 

(K) any furthet financial statements which the Commission may deem 
ncccssaiy or appiopualc for the piotccuon of investots. 

(a) Such copies of ankles of incotpoialion, bylaws, trust indentures, or cone- 
hponding documents by whatevei name known, undcrwntmg anangements, 
and oilier similar documents of, and voting tiust agreements with respect to, 
lhc issuer and any person diiectly or indhcctly conn oiling ot contiolled by, or 
undet diicct or indiiect common control with, the issuei as the Commission 
may rcquiic as necessary oi appropriate for the piopcr protection ot investois 
and to insure lair dealing in the security. 

(c) If in die judgment ol the Commission any infoimation requited undei 
subsection (b) is Inapplicable to any specified class or classes of issuers, the 
Commission shall requite in lieu thcrcoi the submission of such othet intoima- 
lion ol computable chaiacter as it may deem applicable to such class of issucis. 

(d) II the exchange aulltotUics cetlily to the Commission that Lhe secuiity 
has been appi oved by (he exchange fot listing and rcgistiaiion, the registration 
shall become clicctive Ihhiy days after the leceipt ot such ccitificalion by the 
Commission or within such shorter petiod of time as the Commission may 
determine, A secuiity legist cicd with a national sccuiities exchange may he 
withdrawn ot stricken fiorn listing and rcgistiaiion in accoidancc with the rules 
ot the exchange and, upon such terms as the Commission may deem necessary 
to impose for the piotcclion of investois, upon application by the issuer ot the 
exchange to (lie Commission; whereupon (he issuei shall be relieved from fur- 
ther compliance with the provisions of this section and section 13 of this title 
and any rules or icgulaiinns wider such sections as to the securities so with- 
drawn or stricken. An unissued secuiity may he registeied only m accordance 
with such j ules and regulations as the Commission may presciibe as necessary 
or appiopriale In the public Inleiest or for the protection ot investois. Such 
rules and regulations shall limit the registration of an unissued security to cases 
where such securiiy is a right or the subject of a light to subsciibe or otherwise 
acquire such secuiity granted to holdcis of a previously registered secuiity and 
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whcic the piimaiy puipose of such legistiation is to distnbuLe such unissued 
security to such holders. 

(c) Notwithstanding the fotegoing provisions of this section, the Commission 
may by such mlcs and regulations as it deems ncccssaiy or appiopnate in the 
public intcicst or for the piolecuon of mvestois permit securities listed on any 
exchange at the time the legislation of such exchange as a national securities 
exchange becomes effective, to be registered ior a penod ending not later than 
July l, 1935, without complying with the provisions of this section. 

(f) Notwithstanding the foregoing provisions of this section, any 
national securities exchange, upon application to and approval of such 
application by the Commission and subject to the terms and conditions 
hereinafter set forth, (1) may continue unlisted trading privileges to 
which a security had been admitted on such exchange prior to March 1, 
1934; or (2) may extend unlisted trading privileges to any security duly 
listed and registered on any other national securities exchange, but such 
unlisted trading privileges shall continue in effect only so long as such 
security shall remain listed and registered on any other national secu- 
rities exchange; 3 or (3) may extend unlisted trading privileges to any 
security in respect of which there is available from a registration state- 
ment and periodic reports or other data filed pursuant to rules or regu- 
lations pescribed by the Commission under this title or the Securities 
Act of 1933, as amended, information substantially equivalent to that 
available pursuant to rules or regulations of the Commission in respect 
of a security duly listed and registered on a national securities exchange, 
but such unlisted trading privileges shall continue in effect only so long 
as such a registration statement remains effective and such periodic 
reports or other data continue to be so filed." 

No application pursuant to this subsection shall be approved unless 
the Commission finds that the continuation or extension of unlisted 
trading privileges pursuant to such application is necessary or appro- 
priate in the public interest or for the protection of investors. No 
application to extend unlisted trading privileges to any security pur- 
suant to clause (2) or (3) of this subsection shall be approved except 
after appropriate notice and opportunity for hearing. No application 
to extend unlisted trading privileges to any security pursuant to clause 
(2) or (3) of this subsection shall be approved unless the applicant 
exchange shall establish to the satisfaction of the Commission that there 
exists in the vicinity of such exchange sufficiently widespread public 
distribution of such security and sufficient public trading activity 
therein to render the extension of unlisted trading privileges on such 
exchange thereto necessary or appropriate in the public interest or for 
the protection of investors. No application to extend unlisted trading 
privileges to any security pursuant to clause (3) of this subsection 
shall be approved except upon such terms and conditions as will subject 
the issuer thereof, the officers and directors of such issuer, and every 
beneficial owner of more than xo per centum of such security to duties 
substantially equivalent to the duties which would arise pursuant to 

“By sec. lg of Public, No. 6gi, 74th Cong., the piovisions of this clause do not 
become effective until go days after May 27, 1936. 

“By sec. ig of Public, No. 6si, 74th Cong., the provisions of this clause do not 
become effective until 6 months after May 27, 1936. 
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this title if such security were duly listed and registered on a national 
securities exchange; except that such terms and conditions need not be 
imposed in any case or class of cases in which it shall appear to the 
Commission that the public interest and the protection of investors 
would nevertheless best be served by such extension of unlisted trad- 
ing privileges. In the publication or making available for publication by 
any national securities exchange, or by any person directly or indirectly 
controlled by such exchange, of quotations or transactions in securities 
made or effected upon such exchange, such exchange or controlled per- 
son shall clearly differentiate between quotations or transactions in 
listed securities, and quotations or transactions in securities for which 
unlisted trading privileges on such exchange have been continued or 
extended pursuant to this subsection. In the publication or making 
available for publication of such quotations or transactions otherwise 
than by ticker, such exchange or controlled person shall group under 
separate headings (A) quotations or transactions in listed securities, and 
(B) quotations or transactions in securities for which unlisted trading 
privileges on such exchange have been continued or extended pursuant 
to this subsection. 

The Commission shall by rules and regulations suspend unlisted trad- 
ing privileges in whole or in part for any or all classes of securities for 
a period not exceeding twelve months, if it deems such suspension neces- 
sary or appropriate in the public interest or for the protection of 
investors or to prevent evasion of the purposes of this title. 

Unlisted trading privileges continued for any security pursuant to 
clause (i) of this subsection shall be terminated by order, after appro- 
priate notice and opportunity for hearing, if it appears at any time that 
such security has been withdrawn from listing on any exchange by the 
issuer thereof, unless it shall be established to the satisfaction of the 
Commission that such delisting was not designed to evade the purposes 
of this title or unless it shall appear to the Commission that, not- 
withstanding any such purpose of evasion, the continuation of such 
unlisting trading privileges is nevertheless necessary or appropriate in 
the public interest or for the protection of investors. On the applica- 
tion of the issuer of any security for which unlisted trading privileges 
on any exchange have been continued or extended pursuant to this 
subsection, or of any broker or dealer who makes or creates a market 
for such security, or of any other person having a bona-fide interest in 
the question of termination or suspension of such unlisted trading 
privileges, or on its own motion, the Commission shall by order termi- 
nate, or suspend for a period not exceeding twelve months, such unlisted 
trading privileges for such security if the Commission finds, after 
appropriate notice and opportunity for hearing, that by reason of inade- 
quate public distribution of such security in the vicinity of said ex- 
change, or by reason of inadequate public trading activity or of the 
character of trading therein on said exchange, such termination or 
suspension is necessary or appropriate in the public interest or for the 
protection of investors. 

In any proceeding under this subsection in which appropriate notice 
and opportunity for hearing are required, notice of not less than ten 
days to the applicant in such proceeding, to the issuer of the security 
involved, to the exchange which is seeking to continue or extend or 
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has continued or extended unlisted trading privileges for such security, 
and to the exchange, if any, on which such security is listed and regis- 
tered, shall be deemed adequate notice, and any broker or dealer who 
makes or creates a market for such security, and any other person 
having a bona-fide interest in such proceeding, shall upon application 
be entitled to be heard. 

Any security for which unlisted trading privileges are continued or 
extended pursuant to this subsection shall be deemed to be registered 
on a national securities exchange within the meaning of this title. The 
powers and duties of the Commission under subsection <b) of section 19 
of this title shall be applicable to the rules of an exchange in respect 
of any such security. The Commission may, by such rules and regu- 
lations as it deems necessary or appropriate in the public interest or 
for the protection of investors, either unconditionally or upon speci- 
fied terms and conditions, or for stated periods, exempt such securities 
from the operation of any provision of section 13, 14, or 16 of this title/ 

PERIODICAL AND OTHER REPORTS 

Sec. 13. (a) Every issuer o£ a security legisLcied on a national securities ex- 
change shall file the inhumation, documents, and lcpoiis below specified with 
the exchange (and shall file with the Commission such duplicate originals theicof 
as the Commission may require) , In accoidancc with such i ules and lcgulations 

* Attention is directed to sec a o£ Public, No 6ai, 74th Cong., which leads. 

Sec. a. Any application to continue unlisted trading pnvilcgcs foi any security 
heietofore filed by any exchange and approved by the Commission pursuant to 
clause (1) of subsection (I) of section is of the Sccuiities Exchange Act of 
1934 and rules and regulations thcicunder shall be deemed to have been filed 
and approved pursuant to clause (1) of said subsection (f) as amended by 
section 1 of this act. 

Prior to the amendment sec. is (f) lead as follows' 

(f) The Commission is directed to make a study of trading in unlisted secu- 
rities upon exchanges and to report the results of its study and its lecominenda- 
tions to Congress on or before January g, 1936. Notwithstanding the foregoing 
provisions of this seclion, the Commission may, by such lulcs and lcgulations 
as it deems necessary or appropriate for the piotcction of investors, presciibe 
teims and conditions under which, upon the application of any national sccuii- 
ties exchange, such exchange (1) may continue until June 1, 1936, unlisted 
trading privileges to which a sectuily had been admitted on such exchange piior 
to March 1, 1934, and foi such purpose exempt such security and the issuer 
theieof ftom the provisions of this section and sections ig and 16, or (a) may 
extend until July i, 1935, unlisicd trading privileges to any security registered 
on any other national securities exchange which secuiily was listed on such 
other exchange on March 1, 1934. A security lor which unlisLcd trading ptlvi- 
leges are so continued shall be consideied a “security rcgisleicd on a national 
securities exchange” within the meaning of this title. The rules and regulations 
of the Commission relating to such unllsLed trading privileges for sedulities shall 
require that quotations of transactions upon any national securities exchange 
shall cleaily indicate the difference between lully listed securities and securities 
admitted to unlisted trading privileges only. 
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as the Commission may prescribe as neccssaiy or appropriate lor the proper 
protection of investors ancl to insure f,ur dealing in the security— 

(i) Such inlounation and documents as the Commission may lequuc to keep 
xeasonabiy cuticnl the infoi million and documents filed pursuant to section is. 

(a) Such annual lepoits, ceitified if lequircd by the xules and legulations 
of the Commission by independent public accountants, and such quarterly 
reports, as the Commission may preset ibe. 

(b) The Commission may prescribe, in regard to repoits made pursuant to 
this title, the fotm or Tonus in which the required inhumation shall be set foith, 
the items 01 details to be shown in the balance sheet and the earning statement, 
and the methods to lie followed in the prepaiation of leports, in the appraisal 
or valuation of asscls and liabilities, in the deleimination of depreciation and 
depletion, in the diffeicntialion oi lecturing and nonrecurring income, in the 
differentiation of Investment, and operating income, and in the preparation, 
where the Commission deems it necessaiy 01 desiiable, of separate and/or 
consolidated balance sheets or income accounts of any person clhcctly or in- 
directly contiolling or conliollcd by the issuci, or any person under dnccL or 
indhect common control with the issuer; but in the case of the leports oi any 
pcison whose methods of accounting are prescnbcd under the provisions of 
any law oi the United States, ot any ude or legulalion theieundei, the itiles 
and legulations of the Commission with icspecl to lepoits shall not be incon- 
sistent with the requiicments imposed by such law or ride oi legulalion in 
respect of the same subject mattci, and, in the case of carnets subject to the 
provisions of section ao of the Interstate Comma cc Act, as amended, or caniets 
requited puisuant to any other Act of Congicss to make icports of the same 
geneial diameter as those icquhod under such section ao, shall petnut such 
carricts to file with the Commission and the exchange duplicate copies ot the 
lepoits and other documents filed with the Inteistate Commerce Commission, 
or with the governmental autboiily administering such other Act of Congress, 
in lieu of the icports, inlotmallon and documents required under this section 
and section is in icspecl ot the same subject matter. 

(c) If in the judgment of the Commission any leport required under sub- 
section (a) is inapplicable to any sjicdficd class or classes ot issuers, the Com- 
mission shall icquiic In lieu thereof of the submission of such repoits of com- 
parable character as it may deem applicable to such class oi classes of issuers. 

PROXIES 

Sec. 14. (a) It shall be unlawful for any person, by the use of the mails or 
by any means ot instiumcmallly of inteistate commerce 01 of any facility of 
any national securities exchange 01 otherwise to solicit or to permit the use ot 
his name to solidl any ptoxy or consent or authorization in respect ot any 
security (oilier than an exempted security) registered on any national sccuiiucs 
exchange in contravention of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public interest or for the protection 
of invest 01s. 

(b) It stall be unlawful for any member of a national securities exchange or 
any broker or dealer who transacts a business in securities through the medium 
ot auy such member to give a proxy, consent, oi authorization in respect of any 
security lcgistcicd on a national securities exchange and carried for the account 
of a customer in contravention of such rules and regulations as the Commis- 
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i>ion may piescube as neccssaiy oi appiopiiaic in the ]mbhc inteiest or lor the 
protection o£ investors. 

OVER-THE-COUNTER MARKETS 

Sec. 15 . (a) No broker or dealer (other than one whose business is 
exclusively intrastate) shall make use of the mails or of any means or 
instrumentality of interstate commerce to effect any transaction in, or 
to induce the purchase or sale of, any security (other than an exempted 
security or commercial paper, bankers’ acceptances, or commercial 
bills) otherwise than on a national securities exchange, unless such 
broker or dealer is registered in accordance with subsection (b) of 
this section . 0 

(b) A broker or dealer may be registered for the purposes of this 
section by filing with the Commission an application for registration, 
which shall contain such Information in such detail as to such broker 
or dealer and any person directly or indirectly controlling or con- 
trolled by, or under direct or indirect common control with, such 
broker or dealer, as the Commission may by rules and regulations 
require as necessary or appropriate in the public interest or for the 
protection of investors. Except as hereinafter provided, such registra- 
tion shall become effective thirty days after the receipt of such appli- 
cation by the Commission or within such shorter period of time as the 
Commission may determine. 

An application for registration of a broker or dealer to be formed 
or organized may be made by a broker or dealer to which the broker 
or dealer to be formed or organized is to be the successor. Such appli- 
cation shall contain such information in such detail as to the applicant 
and as to the successor and any person directly or indirectly control- 
ling or controlled by, or under direct or indirect common control with, 
the applicant or the successor, as the Commission may by rules and 
regulations require as necessary or appropriate in the public interest 
or for the protection of investors. Except as hereinafter provided, such 
registration shall become effective thirty days after the receipt of 
such application by the Commission or within such shorter period of 
time as the Commission may determine. Such registration shall ter- 
minate on the forty-fifth day after the effective date thereof, unless 
prior thereto the successor shall, in accordance with such rules and 
regulations as the Commission may prescribe, adopt such application 
as its own. 

If any amendment to any application for registration pursuant to this 
subsection is filed prior to the effective date thereof, such amendment 
shall be deemed to have been filed simultaneously with and as part of 
such application; except that the Commission may, if it appears neces- 
sary or appropriate in the public interest or for the protection of 
investors, defer the effective date of any such registration as thus 
amended until the thirtieth day after the filing of such amendment. 

The Commission shall, after appropriate notice and opportunity for 
hearing, by order deny registration to or revoke the registration of any 


H By sec. is of Public, No. Gsi, 74th Cong., the provisions of this subsection 
do not become effective until go days after May 27, 1936. 
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broker or dealer if it finds that such denial or revocation is in the 
public interest and that (i) such broker or dealer whether prior or 
subsequent to becoming such, or (a) any partner, officer, director, or 
branch manager of such broker or dealer (or any person occupying a 
similar status or performing similar functions), or any person directly 
or indirectly controlling or controlled by such broker or dealer, 
whether prior or subsequent to becoming such, (A) has willfully made 
or caused to be made in any application for registration pursuant to 
this subsection or in any document supplemental thereto or in any 
proceeding before the Commission with respect to registration pursuant 
to this subsection any statement which was at the time and in the light 
of the circumstances under which it was made false or misleading with 
respect to any material fact; or (B) has been convicted within ten 
years preceding the filing of any such application or at any time there- 
after of any felony or misdemeanor involving the purchase or sale of 
any security or arising out of the conduct of the business of a broker 
or dealer; or (C) is permanently or temporarily enjoined by order, 
judgment, or decree of any court of competent jurisdiction from en- 
gaging in or continuing any conduct or practice in connection with the 
purchase or sale of any security; or (D) has willfully violated any 
provision of the Securities Act of 1933, as amended, or of this title, or 
of any rule or regulation thereunder. Pending final determination 
whether any such registration shall be denied, the Commission may by 
order postpone the effective date of such registration for a period not 
to exceed fifteen days, but if, after appropriate notice and opportunity 
for hearing, it shall appear to the Commission to be necessary or ap- 
propriate in the public interest or for the protection of investors to 
postpone the effective date of such registration until final determina- 
tion, the Commission shall so order. Pending final determination 
whether any such registration shall be revoked, the Commission shall 
by order suspend such registration if, after appropriate notice and 
opportunity for hearing, such suspension shall appear to the Commis- 
sion to be necessary or appropriate in the public interest or for the 
protection of investors. Any registered broker or dealer may, upon 
such terms and conditions as the Commission may deem necessary in 
the public interest or for the protection of investors, withdraw from 
registration by filing a written notice of withdrawal with the Com- 
mission. If the Commission finds that any registered broker or dealer, 
or any broker or dealer for whom an application for registration is 
pending, is no longer in existence or has ceased to do business as a 
broker or dealer, the Commission shall by order cancel the registration 
or application of such broker or dealer. 

(c) No broker or dealer shall make use of the mails or of any means 
or instrumentality of interstate commerce to effect any transaction in, 
or to induce the purchase or sale of, any security (other than com- 
mercial paper, bankers’ acceptances, or commercial bills) otherwise 
than on a national securities exchange, by means of any manipulative, 
deceptive, *or other fraudulent device or contrivance. The Commission 
shall, for the purposes of this subsection, by rules and regulations 
define such devices or contrivances as are manipulative, deceptive, or 
otherwise fraudulent. 

(d) Each registration statement hereafter filed pursuant to the Secu- 
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rities Act of 1933, as 'amended, shall contain an undertaking by the 
issuer of the issue of securities to which the registration statement 
relates to file with the Commission, in accordance with such rules and 
regulations as the Commission may prescribe as necessary or appro- 
priate in the public interest or for the protection of investors, such 
supplementary and periodic information, documents, and reports as 
may be required pursuant to section 13 of this title in respect of a 
security listed and registered on a national securities exchange; but 
such undertaking shall become operative only if the aggregate offering 
price of such issue of securities, plus the aggregate value of all other 
securities of such issuer of the same class (as hereinafter defined) out- 
standing, computed upon the basis of such offering price, amounts to 
$2,000,000 or more. The issuer shall file such supplementary and pe- 
riodic information, documents, and reports pursuant to such under- 
taking, except that the duty to file shall be automatically suspended if 
and so long as (1) such issue of securities is listed and registered on a 
national securities exchange, or (2) by reason of the listing and regis- 
tration of any other security of such issuer on a national securities 
exchange, such issuer is required to file pursuant to section 13 of this 
title information, documents, and reports substantially equivalent to 
such as would be required if such issue of securities were listed and 
registered on a national securities exchange, or (3) the aggregate value 
of all outstanding securities of the class to which such isBue belongs 
is reduced to less than $1,000,000, computed upon the basis of the 
offering price of the last issue of securities of said class offered to the 
public. For the purposes of this subsection, the term “class” shall be 
construed to include all securities of an issuer which are of substan- 
tially similar character and the holders of which enjoy substantially 
similar rights and privileges. Nothing in this subsection shall apply to 
securities issued by a foreign government or political subdivision 
thereof or to any other security which the Commission may by rules 
and regulations exempt as not comprehended within the purposes of 
this subsection." 

“By sec. ns o£ Public, No. Gsi, 74th Cong., the provisions o£ this subsection 
do not become effective until go days after May 87, 1936. 

Attention is directed to sections 10 and 11 of Public, No. 6si, 74th Cong., 
which leads 1 

Sfc. 10. All brokers and dealers for whom regisliaLion is in effect on the date 
of enactment of this Act in accordance with rules and lcgulalions of the Com- 
mission presciibed pursuant to section ig of the Seem i tics Exchange Act of 
1934 shall be deemed to be lcgisteied puisuant to secLion ig of such Act as 
amended by section g of this Act. 

Sec. ix. Nothing in this Act shall be deemed to extinguish any liability which 
may have arisen prior to the effective date of this Act by icason ot any violation 
of section 15 of the Securities Exchange Act of 1934 or ol any rule or legulation 
thereunder. „ 

Prior to the amendment sec. ig lead as follows: 

Sec. 15 It shall be unlawful, in contravention of such rules and regulations 
as the Commission may prescribe as necessary or appiopriatc in the public 
interest and to insure to investors protection comparable to that provided by 
and under authority of this title in the case of national securities exchanges. 
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directors, officers, and principal stockholders 

Sec. 16. (a) Evcty person who is dhectly or indhecLly the beneficial owner 
of more than io per centum ol any class ol any equity security (other than an 
exempted secuiiLy) which is rcgisteicd on a national setuiities exchange, or who 
is a directoi ot an officer of the issuer of such secuiiiy, shall file, at the time 
of the legislation ol such sccuiity or within ten days after he becomes such 
beneficial ownct, duectoi, ot officer, a statement with the exchange (and a 
duplicate oiiginal thcreol with the Commission) of the amounL of all equity 
securities of such issuci of which he is the beneficial owner, and within ten days 
aftei the close ol each calendar month thereafter, if llieie has been any change 
in such ownct ship during such month, shall file with the exchange a statement 
(and a duplicate original thcicof with the Commission) indicating his ownei- 
ship at the close of the calcndai month and buch changes in his ownership as 
have occuiicd dining such calendar month. 

(b) Fot the purpose of preventing the unfair use ot information which may 
have been obtained by such beneficial owner, director, or officer by reason of 
his relationship to the issuci, any ptofil realized by him fiom any purchase and 
sale, or any sale and purchase, of any equity sccuiity of such issuer (otliet than 
an exempted sccuiity) within any penod of less than six months, unless such 
security was acquhed in good faith in connection with a debt pieviously con- 
tiactcd, shall inure to and be recoverable by the issuer, ltrespective of any 
intention on the purl of such beneficial ownei, ditecloi, or officer in cnicnng 
into such tiansactton of holding the sccuiity puichased oi of not leputcliasing 
the security sold for a petiod exceeding six months. Suit to lecover such ptofit 
may be instituted at law or in equity in any court ol competent jutisdtcfion by 
the issuci, or by the owner of any security of the issuer in the name and in 
behalf of the Issuci if the issuer shall fail or refuse to bring such suit within 
sixty days after icquest or shall fail diligently to prosecute the same thereafter; 
but no such sulL shall be brought more than two years after the date such 
profit was reah/ed. This subsection shall not be constiued to cover any transac- 
tion where such beneficial owner was not Buch both at the time ot the purchase 
and sale, or the sale and purchase, of the secuiity involved, or any tiansaction 
or tiaiisactions which the Commission by rules and regulations may exempt as 
not comprehended withal the puipose of litis subsection. 

(1) for any broker or dealei, singly ot with Sny other poison or peisons, to 
make use of the mails or any means or instrumentality of intei state commerce 
for the purpose of making or creating, or enabling another to make or create, 
a market, oiheiwisc than on a national securities exchange, for both the pur- 
chase and sale of any security (other than an exempted security or commcicial 
paper, bankers’ acceptances, or commercial bills, or unregistered securities the 
maikcl in which is predominantly Intrastate and which have not pieviously 
been icglstered or listed) , or (s) for any broken or dealer to use any iacilily of 
any such market. Such rules and regulations may piovide for the regulation ot 
all transactions by brokeis and dealcis on any such maikcf, for the regulation 
with the Commission of dealers and/or biokcis making, or cieating such a 
market, and for the registration of the securities for svbich they make or create 
a market and may make special provision with rcspeci to sccuiities or specified 
classes thcieof listed, or entitled to unlisted trading ptlvilegcs, upon any ex- 
change on the date ot the enactment of this title, which securities are not rcgis- 
teied under the provisions of section is of this title. 
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(c) It shall be unlawlul lot any such beneficial ownei, dircctoi, 01 oflicer, 
duectly or induced), to sell any equity secuiit) ol .such issuer (other than an 
exempted security), it the pcison selling tile sccutiLy 01 his piincipal (i) docs 
not own the secuiity sold, or (a) tl owning the sccunly, does not delivci it 
against such sale within twenty days ihcicafici, 01 docs not within five days 
alter such sale deposit it in the mails 01 othci usual channels ot lianspoitation, 
but no person shall be deemed to have violated this subsection i£ he pioves 
that notwithstanding the exercise of good laith he was unable to make such 
deliveiy 01 deposit within such time, oi that to do so would cause undue incon- 
venience or expense 

(d) The provisions of this section shall not apply to foreign or domestic 
aibiLiage tiansactions unless made in contiaveiition oi such rules and icgula- 
tions as the Commission may adopt in older to cany out the puiposes of this 
section. 

ACCOUNTS AND RECORDS, REPORTS, EXAMINATIONS OF 
EXCHANGES, MEMBERS, AND OTHERS 

Sec. 17. (a) Eveiy national secmlties exchange, every member thereof, every 
hiokei or dealer who liansacts a business in secunLies through the medium of 
any such membci, and every broker or dealer registered pursuant to 
section 15 of this title, 7 shall make, keep, and pieserve for such pciiods, such 
accounts, coirespondcnce, memoranda, papeis, books, and other lecords, and 
make such reports, as the Commission by its rules and regulations may prescribe 
as necessary or appiopriatc in the public mtercsL or for the piotection of in- 
vestors Such accounts, correspondence, memoranda, papers, books, and other 
records shall be subject at any time or fioni time to Lime to such reasonable 
peiiodic, special, or other examinations by cxamincis or othci lepiesentaiives 
of the Commission as the Commission may deem neccssaiy or appropliate in 
the public intei est or for the protection of invcsLois 

(b) Any brokci, dealer, or othei peison extending cicdit who is subject to 
the tules and regulations prescribed by the Fedeial Reserve Board pursuant to 
this title shall make such reports to the Boaid as it may lequirc as necessary or 
appropliate to enable it to perform the functions ronfcircd upon it by this title. 
If any such broker, dealer, or other person shall fail to make any such report or 
fail to furnish full information therein, or, if in the judgment ol the Board it is 
otherwise necessary, such broker, dealer, or other peison shall permit such in- 
spections to be made by the Board with respecL to the business operations ot 
such broker, dealer, or other person as the Board may deem necessary to enable 
it to obtain the required information. 

LIABILITY FOR MISLEADING STATEMENTS 

Sec. 18. (a) Any person who shall make or cause to be made any statement 
in any application, report, or document filed pursuant to this title or any rule 
or regulation thereunder or any undertaking contained in a registration 


7 Sec. 4 of Public, No. 6si, 74th Cong., substituted the matter appearing in 
bold-face type for "every biokcr or dealer making or creating a market for both 
the purchase and sale ol sccuiitics ihiough the use of the mails or of any means 
or instrumentality of interstate commeice,” which was defined by that amend- 
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statement as provided in subsection (d) of section 15 of this title, which 
statement was at the time and in the light of the circumstances under which it 
was made false or misleading with lespect to any malciial fact, shall be liable to 
any petson (not knowing that such statement was lalse 01 misleading) who, in 
leliancc upon such statement, shall have purchased or sold a secuiity at a price 
which was affected by such statement, foi damages caused by such reliance, unless 
the petson sued shall prove that he acted in good faith and had no knowledge 
that such statement was false 01 misleading A petson seeking to enforce such 
liability may sue at law 01 in equity in any couil of competent jurisdiction In 
any such suit the court may, in its discretion, requite an undertaking foi the 
payment ol Lhc costs of suih suit, and assess icasonable costs, including ica- 
sonahle attorneys' fees, against cither patty litigant. 

(b) Eveiy person who becomes liable to make payment under this section may 
tccover contribution 11s in cases ot contiact fiom any peison who, it joined in Lhc 
original suit, would have been liable to make the same payment. 

(c) No action shall he maintained to enforce any liability cieated under this 
section unless biought within one year after the discovery of the facts constitut- 
ing the cause of action and within thiee years after such cause of action accrued 

POWERS WITPI RESPECT TO EXCHANGES AND SECURITIES 

Sec. 19. (a) The Commission is authorized, if in its opinion such action is 
necessary or appropriate for the protection of investors— 

(1) After appropriate notice and opportunity for hearing, by older to suspend 
for a period not exceeding twelve months or to withdraw the registration of a 
national seem hies exchange if the Commission finds that such exchange has 
violated any provision of this title or of the rules and regulations thereunder 01 
has failed to enforce, so iar as is within its power, compliance therewith by a 
member 01 by an issuer of a secunty registered thcieon. 

(a) After appropriate notice and opportunity for hearing, by order to deny, 
to suspend the effective date of, to suspend for a period not exceeding twelve 
months, or to withdraw, the registration of a secuiity if the Commission finds 
that the issuer ot such security has failed to comply with any provision of this 
title or the lulcs and regulations thereunder. 

(3) After appropriate notice and opportunity for healing, by older to suspend 
for a period not exceeding twelve months or to expel from n national securities 
exchange any member or officer thereof whom the Commission finds has violated 
any provision of this title or the rules and regulations ihereundei, or has effected 
any transaction for any other poison who, he has reason to believe, is violating 
in respect of such transaction any provision of this title or the rules and regula- 
tions thereunder. 

(4) And if in its opinion the public interest so requires, summarily to suspend 
trading in any registered security on any national securities exchange for a 
period not exceeding ten days, or with the approval of the President, summarily 
to suspend all trading on any national securities exchange for a period not 
exceeding ninety days. 

(b) The Commission is further authomed, if after making appropriate re- 
quest in writing to a national securities exchange that such exchange effect on 
its own behalf specified changes in Its rules nnd practices, and after appropriate 
notice and opportunity for hearing, the Commission dcteimines that such ex- 
change has not made the changes so requested, and that such changes arc neces- 
sary or appropriate for the protection of investors or to insure fair dealing in 
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secim ties tiaded in upon such exchange 01 to insuic fan administration of such 
exchange, by lules or regulations or by order to alter or supplement the lules of 
such exchange (insofar as necessary or appiopnate to effect such changes) m 
respect of such matters as (i) safeguaids in lespcct of the financial iesponsi- 
bility of members and adequate provision against the evasion of financial re- 
sponsibility through the use of corporate foirns 01 special partnci ships; (a) the 
limitation or prohibition of the legistialion 01 Hading in any secuiity within a 
specified period after the issuance or piimary disLubuLion theicof, (3) the list- 
ing or sinking fiom listing of any secuuty; (4) houis of Hading, (5) the man- 
nei, method, and place of soliciting business; (6) fictitious or numbered 
accounts; (7) the time and method of making settlements, payments, and de- 
liveries and of closing accounts, (8) the lepoumg of tiansactions on the ex- 
change and upon tickers maintained by or with the consent of the exchange, 
including the method of lepoitlng short sales, stopped sales, sales of securities 
of issueis in default, bankruptcy 01 receivership, and sales involving other 
special cucumstances; (9) the fixing of icasonable lates of commission, interest, 
listing, and other charges; (to) minimum units of tiading; (11) odd-loL pui- 
chases and sales; (is) minimum deposits on margin actounts; and (13) similai 
matters 

(e) The Commission is authotized and diiected to make a study and investi- 
gation of the itiles of national securities exchanges with respect to the classifica- 
tion of membeis, the methods of election ol officers and committees to insuie a 
fail repiesentation of the membership, and the suspension, expulsion, and dis- 
ciplining of membeis ot such exchanges. The Commission shall report to the 
Congiess on or before January 3, 1935, the results of its investigation, togethei 
with its recommendations. 

LIABILITIES OF CONTROLLING PERSONS 

Sec. so. (a) Every pcison who, tliieclly or indirectly, controls any person 
liable under any provision of this title or of any lule or regulation ihetcuncler 
shall also be liable jointly and sevetally with and to the same extent as such 
controlled person to any peisou to whom such controlled person is liable, unless 
the con u oiling person acted in good Taith and did not directly or indirectly 
induce the act or acts constituting the violation or cause of action. 

(b) It shall be unlawful for any pcison, directly or indirectly, to do any act 
or thing which it would be unlawful for such person to do under the provisions 
of this title or any rule or regulation thcicundcr through or by means of any 
other person. 

(c) It shall be unlawful Tor any diicclor or officci of, or any owner of any 
of the securities issued by, any issuei ot any security regisleied on a national 
securities exchange, without just cause to hinder, delay, or obstruct the making 
or filing of any document, repoi t, or information, required to be filed under this 
title or any rule or regulation thereunder or any undertaking contained in a 
registration statement as provided in subsection (d) of section 15 of 
this title. 

INVESTIGATIONS; INJUNCTIONS AND PROSECUTION OF OFFENSES 

Sec ai. (a) The Commission may, in its discretion, make such investigations 
as it deems necessary to determine whether any person has violated or is' about 
to violate any provision of this tide or any lule 01 icgulauon theicundcr, and 
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may requite 01 peimit any poison to file with it a statement in writing, under 
oath or olhet wise as the Commission shall ttciciniine, as lo all the facts and 
circumstances (onioning the mallet to be investigated. The Commission is ,iu- 
thoii/cd, in its disci ot ion, to pulihsh information concerning any such violations, 
and to investigate any facts, conditions, piactices, or mattcis which it may deem 
nccessaiy 01 pioper to aid in the enforcement of the piovistons of this title, in 
the pi esc tilling of 1 ules and legulations thctcundci, or in securing mfoimation 
to scive as a basis foi lecommcucling fmthcr legislation concerning the matteis 
to which this title i elates 

(b) For tile put [io.se cii any such investigation, or any other pioceeding undci 
this title, any memhci of the Commission or any officer designated by it is em- 
powcicd to admmisici oaths and ailumatioiis, subpena witnesses, compel their 
allcndance, take evidence, and lcquitc the pioduction ot any books, papers, 
roiiespondcme, lnemoianda, 01 othci recoids which the Commission deems 
relevant m material lo the inquiry. Such allcndance of witnesses and the pro- 
duction of any such records may be required fiom any place in the United Slates 
or any State at any designated place of healing. 

(c) In case oi contumacy by, or lefusal to obey a subpena issued to, any 
pcison, the Commission may invoke the aid of any court of the United Stales 
within the juilsdiclion of which such investigation 01 proceeding is carried on, 
or wlieie such peison resides oi caincs on business, in lequhing the allcndance 
and testimony of witnesses and the pioduction of books, papers, coirespondence, 
memoranda, and other lccords. And sudi couil may issue an older icquiring 
such peison to appeal hefoie the Commission or member or officer designated 
by the Commission, there to piodutc lccouls, it so oidorcd, or to give testimony 
touching the matter under investigation oi in question; and any failure to obey 
such Older of the couit may lie punished by such court as a contcmpL thcieof. 
All process in any such case may be set ved in the judicial distiict whereof such 
person is an inhabitant oi whcicvcr he may be found. Any person who shall, 
without jusL cause, inti or tefuse to attend and testify oi to answei any lawful 
inquiiy or to pioduce hooks, papets, rouespondcncc, memoranda, and othci 
lecords, if in his powei so to do, in obedience to the subpena oF the Commis- 
sion, shall lie guilty of a misdemeanor and, upon conviction, shall be subject to 
a fine of not more than $1,000 or to imjnisonmcnt foi a teun of not mote than 
one year, or both. 

(d) No jictson shall he excused fiom attending and testifying or fiom pio- 
ducing books, pajieis, contracts, agreements, and oilier records and documents 
bcfoie tlic Commission, 01 in obedience to the subpena of the Commission or 
any member thereof or any officer designated by it, or in any cause 01 proceed- 
ing instituted by the Commission, on the giouncl that the testimony or evidence, 
documentary or otherwise, rcquhctl of him may lend lo incriminate him or 
subject him to a penalty or forfeiture; hut 110 individual shall be prosecuted or 
subject to any penalty ot foifeiLurc for or on account of any transaction, mallei, 
or thing concerning which lie is compelled, after having claimed his privilege 
against sclf-inciimination, lo testify or produce evidence, documentary or othci- 
wisc, except that such individual so testifying shall not lie exempt fiom prosecu- 
tion and punishment for perjury committed in so testifying. 

(e) Whenever it shall appear to die Commission that any pcison is engaged 
or about lo engage in any acts or practices which constitute or will constitute a 
violation or the provisions of this title, or of any rule or tcgulation thcieunder, 
it may in its discretion bring an action in the projicr district touit ol the United 
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States, the Supreme Couit of the District of Columbia, 01 the United SLatcs 
courts of any Teiritoiy oi other place subject to the juiisdiction of the United 
States, to enjoin such acts 01 ptacticcs, and upon a propel showing a peimancnL 
oi tempo laiy injunction or lestraming order shall be granted without bond. 
The Commission may tiansmit such evidence as may be available' concerning 
such acts or practices to the Attorney Gencial, who may, in his discretion, in- 
stitute the necessary ctimmal ptoccedings unclci tills title. 

(f) Upon application of the Commission the distticL couits of the United 
Stales, the Supreme Couit of the Distiitt of Columbia, and the United States 
courts of any Teiritoiy or othet place subject to the juiisdiction of the United 
States, shall also have juiisdiction to issue sviits of mandamus commanding any 
peison to comply with the provisions of this title or any oulei of the Commission 
made in puisuance thercot or with any undertaking contained in a registra- 
tion statement as provided in subsection (d) of section 15 of this title. 

HEARINGS BY COMMISSION 

Sec. 22. Healings may be public and may be held before the Commission, any 
membet oi membeis thereof, 01 any officer or offlceis of the Commission desig- 
nated by it, and appropriate lecoids theieof shall be kept 

RULES AND REGULATIONS; ANNUAL REPORTS 

Sec. 23. (a) The Commission and the Board of Governors of the 
Federal Reserve System shall each have power to make such rules and 
regulations as may be necessary for the execution of the functions 
vested in them by this title, and may for such purpose classify issuers, 
securities, exchanges, and other persons or matters within their respec- 
tive jurisdictions. No provision of this title imposing any liability shall 
apply to any act done or omitted in good faith in conformity with any 
rule or regulation of the Commission or the Board of Governors of the 
Federal Reserve System, notwithstanding that such rule or regulation 
may, after such act or omission, be amended or rescinded or be deter- 
mined by judicial or other authority to be invalid for any reason. 8 

(b) The Commission and the Federal Reserve Board, lespcctlvely, shall in- 
clude in then annual reports to Congress such information, data, and recom- 
mendation for further legislation as they may deem advisable with regard to 
matters within their respective jurisdictions undei this title. 

INFORMATION FILED WITH THE COMMISSION 

Sec. 24. (a) Nothing in this title shall be construed to require, or to authorize 
the Commission to require, the xcvcaling of fiade secrets or piocesses in any 
application, report, or document filed with the Commission under this title. 

(b) Any peison filing any such application, report, or document may make 

8 Sec. 23. (a) The Commission and the Federal Rescive Board shall each have 
power to make such rules and regulations as may be necessary for the execution 
of the functions vested in them by this title, and may for such purpose classify 
issuers, securities, exchanges, and othei peisons or matteis within their respective 
jurisdictions. 
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wiiltcn objection to the public disdosme of inform.ition contained Ihciciu, 
staling the gi omuls lot such ob|cclum, and tlic Commission ts authoii/ed to he.tr 
objections in any such c.i.se whcie iL deems iL advisable. The Commission may, 
in such cases, make available to tbc public the inionnalion contained in any 
such application, icpoil, or dotumciiL only when in ils judgment a disclosuie ol 
such inloimatiou is in the public lnleicst; and copies of inhumation so made 
available limy lie 1 mulshed to any pcisou at such icasoiiablc chaigc and uudci 
such reasonable limitations as the Commission may picscubc. 

(c) IL shall lie unlawful lor any meinbct, ollicct, or employee ot the Com- 
mission to disclose to any pci son olhei than a mcmbci, offitci, or employee of 
the Commission, or to use for petsonal benefit, any inhumation contained in 
any application, lcport, or document filed with the Commission which is not 
made available to the public puisuant to subsection (b) of this section' Pro- 
vided, That the Commission may make available to the Fedeial Reset vc Boaid 
any infoimaLioti leipieslcd by the Board for the purpose of enabling it to 
perform its duties under this title. 

COURT REVIEW OF ORDERS 

Sec. 25. (a) Any petson aggtieved by an oulet Issued by the Commission m 
a pioceeding undci tin’s title to which such petson is a patty may obtain a 
teview of such ordei in the CiicuiL Court of Appeals ol the United States, 
within any citcuit whciein such petson lcsidcs or has his piincipal plate of 
business, or in the Court of Appeals of the District of Columbia, by filing in 
such court, within sixty days aftei the entry ot such ordei, a wiitlen petition 
praying that the older of the Commission be modified or set aside in whole ot 
in part. A copy of such petition shall be forthwith served upon any membet of 
the Commission, and thcicupon the Commission shall ceitify and file in ihc 
couit a transcilpt of the record upon which the older complained ot was en- 
tered. Upon the filing of such tianscript such court shall have exclusive juris- 
diction to a (fit ill, modify, and enforce or set aside such older, in whole or in 
part. No objection to the oulcr of the Commission shall be considered by the 
court unless such objection shall have been urged before the Commission. The 
finding of the Commission as to the facts, if supported by substantial evidence, 
shall be conclusive. If either paity shall apply to the couit for leave to adduce 
additional evidence, and shall show to the satisfaction of the couit that such 
additional evidence is matciial and that there were reasonable grounds for failure 
to adduce such evidence in the hearing before the Commission, the court may 
ouler such additional evidence to be taken before the Commission and to be 
adduced upon the hearing In such manner and upon such terms and conditions 
os to the court may seem ptoper. The Commission may modily ils findings as to 
the facts, by reason of the additional evidence so taken, and it shall file such 
modified or new findings, which, if supported by substantial evidence, shall be 
conclusive, and its recommendation, if any, for the modification or setting aside 
of the original order. The judgment and decree of the court, affirming, modify- 
ing, and enforcing or setting aside, in whole or in part, any such order of Lhc 
Commission, shall be Anal, subject to review by the Supreme Court of the 
United States upon eertioiari or certification as provided in sections sgg and 
£40 ot the Tudlcinl Code, as amended (IT. S. C., title s8, secs. 346 and 947) • 

(b) The commencement of proceedings under subsection (a) shall not, unless 
specifically oidcied by the court, operate as a slay of the Commission's older. 
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UNLAWFUL REPRESENTATIONS 

Sec. 26 No action or failuie to act by the Commission or the Fcdeial Reserve 
Boaid, m the admmistiation of this title shall be constiued to mean that the 
pai titular authoiiiy has in any way passed upon the merits oi, or given approval 
to, any secuiity or any tiansaction or tiansactions therein, nor shall such action 
or failure to act with icgaid to any statement or icpoit filed with or examined 
by such authority puisuant to this title or nilcs and regulations thereundci, be 
deemed a finding by such authority that such statement 01 report is true and 
accurate on its face or that it is not false oi misleading It shall be unlawful to 
make, or cause to be made, to any prospective pui chaser or sellei of a security 
any representation that any such action oi failuie to act by any such authority 
is to be so construed or has such effect. 

JURISDICTION OF OFFENSES AND SUITS 

Sec. ay. The district couits of the United States, the Supreme Couit of the 
District of Columbia, and the United States courts of any Tenitoiy or other 
place subject to the juiisdiction of the United States shall have exclusive juns- 
diction of violations of tins title or the lules and regulations thereunder, and of 
all suits in equity and actions at law bioughl to enforce any liability or duty 
created by this title or the lules and legulations thercundei. Any ciiminal pro- 
ceeding may be bioughl m the district wherein any act or tiansacLion constitut- 
ing the violation occurred. Any suit or action to enfoice any liability or duty 
cieated by this title or lules and regulations thereunder, or to enjoin any viola- 
tion of such tide or lules and regulations, may be brought in any such distiict 
or in the distiict svherein the defendant is found or is an inhabitant or transacts 
business, and process in such cases may be served in any other distiict of which 
the defendant is an inhabitant or wherever the defendant may be found Judg- 
ments and decrees so rendered shall he subject to review as provided in sections 
i*8 and 240 of the Judicial Code, as amended (U. S. C., title 28, secs. 225 and 
347) . No costs shall be assessed for or against the Commission in any proceeding 
under this title brought by 01 against it in the Supreme Court or such other 
courts. 

EFFECT ON EXISTING LAW 

Sec. 28. (a) The rights and remedies provided by this title shall be in addi- 
tion to any and all other rights and remedies that may exist at law or in 
equity; but no person permitted to maintain a suit foi damages under the 
provisions of this title shall lecover, through satisfaction of judgment in one or 
more actions, a total amount in excess of his actual damages on account of the 
act complained of. Nothing in this title shall affect the jurisdiction of the 
secuntics commission (or any agency or officer performing like functions) of 
any StaLe over any security or any person insofar as it does not conflict with 
the piovisions of this title or the rules and regulations thereunder. 

(b) Nothing in this title shall be construed to modify existing law (i) svith 
regaid to the binding effect on any member of any exchange of any action taken 
by the authorities of such exchange to settle disputes between its members, or 
(s) svith regaid to the binding effect of such action on any person svho has 
agreed to be bound thereby, or (3) with regaid to the binding effect on any 
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such member ot any disciplinary action taken by the authoiiiics of the exchange 
as a tenth of violation of any lulc ot the exchange, insofar as the action taken 
is not inconsistent with the piovisions of this title or the rules and legulalions 
thereunder. 


VALIDITY OF CONTRACTS 

Sec. 89. (a) Any condition, stipulation, or piovision binding any person to 
waive compliance with any piovision of this title 01 of any lule or regulation 
thereunder, or ot any 1 tile ol an exchange requned thereby shall be void. 

(b) Every contract made in violation of any piovision of this title or of 
any lule or regulation theicnnder, and eveiy contract (including any contract 
for JisLing a secuuty on an exchange) hcieloforc or hereafter made the per- 
formance of which involves the violation of, or the continuance of any rela- 
tionship ot ptacticc in violation of, any provision of this title or any lule or 
regulation theieundei , shall be void (i) as legards the rights of any peison 
who, in violation ot any such piovision, rule, ot regulation, shall have made 
or engaged in the per I oral ante of any such contract, and (a) as regards the 
rights of any peison who, not being a party to such contract, shall have ucquued 
any right thereunder with at tual knowledge of the facts by reason ot which the 
making or perfotmarov of such contiact was m violation of any such provision, 
lule or regulation. 

(c) Nothing in this title shall be construed (1) to affect the validity of any 
loan or extension ot credit (or any extension or renewal thereof) made or of 
any lieu cicatcd pilot 01 subsequent to the enactment of this title, unless at the 
lime of the making ot such loan or extension of cicdit (or extension oi lenewal 
thereof) or the ci eating of such lien, the peison making such loan or extension 
of credit (or extension or renewal theieof) or acquiring such hen shall have 
actual knowledge of tacts by leason of which the making of such loan or exten- 
sion of cicdit (or extension or lenewal thereof) or the acquisition of such lien 
is a violation of the piovisions of this title or any rule or regulation thereunder, 
or (a) to afford a defense to the collection of any debt or obligation or the 
enforcement of any lien by any peison who shall have acquired such debt, 
obligation, or lien in good faith for value and without actual knowledge of the 
violation of any piovision of this title or any rule or regulation thereunder 
affecting the legality of such debt, obligation, or lieu. 

FOREIGN SECURITIES EXCHANGES 

Sec. 80- (a) It shall be unlawful for any broker or dealer, directly or indi- 
rectly, to make use of lire mails or of any means or Instrumentality of interstate 
commerce for the purpose of effecting on an exchange not within or subject to 
the jurisdiction of the United States, any transaction in any security the issuer 
of which is a resident ol, or is oigani/cd under the laws ot, or has its principal 
place of business in, a place wiihin or subject to the jurisdiction of the United 
States, in conti aventlon of such rules and regulations as the Commission may 
prescribe as necessary or appropriate in the public intciest or foi the protection 
of investors or to prevent the evasiou of this title. 

(b) The provisions of this title or of any rale oi regulation theieundcr shall 
not apply to any peison insofar as he transacts a business in sccuiitlcs without 
the jurisdiction of the United Slates, unless he transacts such business In contra- 
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tent ion of such rules and regulations as the Commission may piescribe as 
necessary or appropriate to pievent the evasion of Lhis title. 

REGISTRATION FEES 

Sec 31. Every national securities exchange shall pay to the Commission on 
or before March 15 of each calendar yeai a registration fee for the privilege of 
doing business as a national secunties exchange dining the picceding calendar 
yeai or any part theieof Such fee shall be m an amount equal to one five- 
hundicdths of 1 per centum of the aggregate dollai amount of the sales of 
securities transacted on such national secmities exchange during the piecedmg 
calendar year and subsequent to its registration as a national sccuiities exchange. 

PENALTIES 

Sec. 32. <a) Any person who willfully violates any provision of this 
title, or any rule or regulation thereunder the violation of which is 
made unlawful or the observance of which is required under the terms 
of this title, or any person who willfully and knowingly makes, or 
causes to be made, any statement in any application, report, or docu- 
ment required to be filed under this title or any rule or regulation 
thereunder or any undertaking contained in a registration statement as 
provided in subsection (d) of section 15 of this title, which statement 
was false or misleading with respect to any material fact, shall upon 
conviction be fined not more than $10,000, or imprisoned not more than 
two years, or both, except that when such person is an exchange, a fine 
not exceeding $300,000 may be imposed; but no person shall be subject 
to imprisonment under this section for the violation of any rule or 
regulation if he proves that he had no knowledge of such rule or regu- 
lation. 

(b) Any issuer which fails to file information, documents, or reports 
pursuant to an undertaking contained in a registration statement as pro- 
vided in subsection (d) of section 15 of this title shall forfeit to the 
United States the sum of $100 for each and every day such failure to 
file shall continue. Such forfeiture, which shall be in lieu of any crim- 
inal penalty for such failure to file which might be deemed to arise 
under subsection (a) of this section, shall be payable into the Treasury 
of the United States and shall be recoverable in a civil suit in the name 
of the United States. 0 

•Sec. 3a. Any person who willfully violates any provision o£ this title, or any 
rule or regulation thereunder the violation o£ which is made unlawful or the 
observance of which is required under the terms of this title, or any person who 
willfully and knowingly makes, or causes to be made, any statement in any 
application, report, or document required to be filed, under this title or any rule 
or regulation thereunder, which statement was false or misleading with respect 
to any material fact, shall upon conviction be fined not more than $10,000. 01 
imprisoned not more than two years, or both, except that when suclf person is 
an exchange, a fine not exceeding $500,000 may be imposed; hut no person shall 
be subject to imprisonment under this section for the violation of any rule or 
regulation if he proves that he had no knowledge of such rule or regulation. 
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.SEl’ARAItllJ I Y OK PROVISIONS 

See. 33. II any piovisimi of tills acL, or the application of such provision to 
any person or ciicutnstaiu.es, shall he held invalid, the temainder of the act, 
and the application of such ptovlsion to poisons 01 circumstances othci than 
those as to which It is held invalid, shall not be affected thereby. 

KI'FECTIVE DATE 

Sec. 34. This act shall become effective on July 1, 1934, except that sections 
6 and 13 (b) , (c) , (d) , and (e) shall become effective on September 1, 1934; 
and sections 3, 7, «. 9 fa) (6). 10, 11, is (a), lg, 14, ig, 16, 17, 18, xg, and 30 
shall become effective on October 1, 1934. 

Title II— Amendments to Securities Act of 1933 

Sic. 1 ion soi. (.1) Paragraph (1) of section s of the Securities Act of 1933 Is 
amended to icad as follows: 

"(1) The twin ‘security’ means any note, stock, ticasury sLock, bond, deben- 
Ltuc, evidence of indebtedness, certificate of interest or participation in any 
piofft-shai lug agt cement, collatcial-tiust certificate, preorganization certificate 
or subscription, tinnsfevable slime, investment contract, voting-trust certificate, 
cetlificatc of deposit for a security, fiacLional undivided inleicst in oil, gas, or 
other mincial rights, or, in general, any interest or instrument commonly 
known as a ‘security,’ or any ceitlficatc of interest or participation in, tem- 
poiaiy or interim ceitificate for, receipt for, guarantee of, or warrant or right 
to subscribe to or purchase, any of the foregoing.” 

(b) Paragraph (l) of such section s is amended to read as follows: 

"(4) The term ‘issuer' means every person who issues or proposes to issue 
any security; except that with respect to certificates of deposit, voting-trust 
certificates, or collateral-trust certificates, or with respect to cerlificaics of interest 
or shares in an unincorporated investment trust not having a boaid of directors 
(or persons performing similar functions) or of the fixed, restricted manage- 
ment, or unit type, the term ‘issuer’ means the person or persons performing 
the acts and assuming the duties of depositor 01 manager pursuant to Lire 
provisions of the trust or other agreement or instrument under which such 
securities arc issued; except that in the case of an unincorporated association 
, which provides by its articles for limited liability or any or all of its membets, 
or in the case of a trust, committee, or other legal eniity, the liusiees or mem- 
bers thereof shall not be individually liable as issuers of any security issued by 
the association, trust, committee, or other legal eniity, except that with respccL 
to equipment-trust certificates or like securities, the term ‘issuer’ means the 
person by whom the equipment or property is or is to be used; and except that 
with respect to fractional undivided Interests in oil, gas, or other mineral rights, 
the term ‘issuer’ means the owner of any such righL or of any iiucrcsi in such 
right (wlyslher whole or fractional) who creates factional interests therein for 
the purpose of public offering.” 

(c) Paragraph (10) of such section s is amended to icad as follows: 

"(10) The term 'prospectus’ means any prospectus, notice, circular, advcitise- 
, menu letter, or communication, written 01 by radio, which offeis any security 
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foi sale; except that (a) a communication shall not be deemed a prospectus it 
il is pioved that piior to ot aL the same time with such communication a written 
piospectus meeting the lequuemcnts ol section 10 was sent oi given to the 
peison to whom the communication was made, by the peison making such com- 
munication or his puncipal, and (b) a nonce, chcular, atlvcriisement, letter, or 
communication in lespect ot a sccuiity shall not be deemed to be a piospectus 
if it states fiorn whom a written prospectus meeting the requirements ot section 
10 may be obtained and, in addition, does no moie than identify the secunty, 
state the price thereof, and state by whom oideis will be executed ’’ 

Sec. 203. (a) Paragraph (e) of section g (a) ot such Act is amended to read 
as follows: 

" (a) Any security issued or guaranteed by the United States or any Territory 
thereof, or by the District of Columbia, or by any State of Lhe United States, or 
by any political subdivision ot a Stale or Territory, or by any public instru- 
mentality of one or more States or Territories, or by any peison controlled or 
supeiviscd by and acting as an instrumentality of the Government of the United 
States pursuant to authority granted by the Congicss of the United Stales, or 
any certificate of deposit for any of the foregoing, oi any security issued or 
guaranteed by any national bank, or by any banking institution organized 
under the laws of any State or Temtory oi the District of Columbia, the busi- 
ness of which is substantially confined to banking and is supervised by the State 
or Territorial banking commission or similar official; or any security issued by 
oi lcpiesenting an interest in or a duect obligation of a federal Reserve bank”, 

(b) Paragraph (4) of such section g (a) is amended by striking out “cor- 
poration” and inseiting m lieu thereof “person.” 

(c) Such section ■} (a) is further amended by striking out the period at the 
end of paiagraph (8) and inserting in lieu thereof a semicolon, and by inseiting 
immediately after such paragraph (8) lire following new paiagiaphs: 

“ (9) Any security exchanged by the issuer with its existing security holders 
exclusively where no commission 01 other remuneration is paid 01 given di- 
lectly or mduectly for soliciting such exchange; 

"(10) Any security svhich is issued in exchange for one or more bona fide 
outstanding securities, claims or piopeity intcicsis, 01 partly in such exchange 
and partly for cash, where the teims and conditions oi such issuance and ex- 
change aie approved, after a heating upon the fairness of such terms and con- 
ditions at svhich all poisons to svhom it is proposed to issue securities iti such 
exchauge shall have the light to appear, by any couit, or by any official or 
agency of Use Untied States, 01 by any State or Teiritotial banking or insurance 
commission 01 other governmental authority expiessly authorized by law to 
giant such approval; 

“(it) Any security which is a part of an issue sold only to poisons resident 
sviLhtn a single State oi Terriloiy, wbeie the issuer oL such security is a peison 
lesident ancl doing business within or, if a corporation, incot porated by and 
doing business within, such State 01 Territory ” 

Sec. 203 (a) Paiagraph (1) of section 4 of such Act is amended (l) by 
striking out "not with or through an underwriter and”; and (a) by striking out 
“last” and inserting in lieu thereof “first,” 

<b) Paragraph (g) of such section 4 is hereby repealed. “ 

Sec. 304. Subsection (c) of section 5 of such Act is hereby repealed. 

Sec. aog. Paragraph (i) of section 10 (b) of such Act is amended to read as 
follows: 

“ (1) When a prospectus is used more than thirteen months aftei the effective 
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date of the registration statement, the information in the statements contained 
therein shall be as of a date not more than twelve months prior to such use, so 
far as such information is known to the user of such prospectus or can be 
furnished by such user without umcasonable effoit or expense” 

Slc. ao6, (a) .Section 11 (a) ot such Act is amended by adding after the last 
line thcieof the following new sentence- "If such person acquired the security 
after the issuer has made generally available to its security holdeis an earning 
statement covering a period of at least twelve months beginning after the 
effective date of the registration statement, then the right of recovery under this 
subsection shall be conditioned on pioof that such person acquired the security 
telying upon such untnie statement in tire registration statement or relying 
upon the registration statement and not knowing of such omission, but such 
reliance may be established without proof of the reading of the registration 
statement by such pel son.” 

(b) Clauses (C) and (D) of paragraph (3) of section 11 (b) of such Act 
arc amended to read as follows: “(C) as legaids any part of the registration 
statement purporting to be made on the authority of an expeit (other than 
himself) or pui polling to be a copy of or extract from a report or valuation of 
an expeit (other than himscli), lie had no reasonable giound to believe and 
did not believe, al the time such part of ihe registration statement became 
effective, that the statements therein weie untrue or that there was an omission 
10 state a material fact requned to be stated therein or necessaiy to make the 
statements therein not misleading, ox that such part of the registration state- 
mont did not fairly represent the statement of the expert or was not a ialr copy 
of or exuact fiom the report or valuation of the expert, and (D) as regaids any 
part of the registration statement purporting to be a statement made by an 
official person or purporting to be a copy of or extract from a public official 
document, he had no reasonable ground to believe and did not believe, at the 
time such part of the registration statement became effective, that the state- 
ments therein were untrue, 01 that there was an omission to state a material 
fact required to be stated therein or necessary to make the statements therein 
not misleading, or that such part of the legislation statement did not fairly 
represent the statement made by tire official person or was not a fair copy of 01 
extract from the public official document.” 

(c) Subsection (c) ot such section 11 is amended to read as follows- 

" (c) In determining, for the purpose of paragraph (3) of subsection (b) of 
this section, what constitutes reasonable investigation and reasonable ground for 
belief, the standard of reasonableness shall be that required ot a piudent man 
in the management of his own pioperty.” 

(d) Subsection (c) of such section u is amended to read as follows: 

*' (e) The suit authorized under subsection (a) may be to recover such dam- 
ages as shall represent the dllfeience between the amount paid for the security 
(not exceeding the piicc at which the security was offered to the public) and 
(1) the value thereof as of the time such suit was brought, or (g) the price at 
which such secmily shall have been disposed of in the maiket before suit, or 
(3) the price at which such security shall have been disposed of after suit but 
before judgment if such damages shall be less than the damages representing 
the difference between the amount paid for the security (not exceeding the 
price at which the security was offcied to the public) and the value thereof as 
of the time such suit was brought: Provided, That if the defendant proves that 
any portion or all of such damages represents other than the depreciation in 
value of such sccuiity lesuhing from such pail of the registration statement, 
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with respect to which his liability is asserted, noL being tiue or omitting to 
state a material fact icquired to be staled therein or necessary to make the state- 
ments therein not misleading, such portion of or all such damages shall not lie 
lecoverable. In no event shall any underwriter (unless such underwriter shall 
have knowingly received ftom the issuer for acting as an undo writer some 
benefit, directly or indhectly, in which all othei underwriters similaily situated 
did not share in pioportion to their respective interests in the undeiwriting) 
be liable m any suit or as a consequence ol suits authorized undei subsection (,i) 
for damages in excess of the total price at which the securities underwritten by 
him and distributed to the public were offered to the public In any suit under 
this or any other section of this title the court may, in its disciction, requlie an 
undertaking for the paymenL of the costs of such suit, including reasonable 
attorney’s fees, and if judgment shall be rendered against a patty litigant, upon 
the motion of the other party litigant (whether or not such undertaking has 
been required) if the court believes the suit or the defense to have been with- 
out merit, in an amount sufficient to reimburse him for the reasonable expenses 
incurred by him, in connection with such suit, such costs to be taxed in the 
manner usually provided for taxing of costs in the couit in which the suit was 
heard.” 

Seo 207 Section 13 of such act is amended (a) by striking out "two years” 
wherever it appears therein and mserting in lieu theicof "one year”; (b) by 
striking out "ten years” and inserting in lieu thereol “three years”; and (c) by 
inserting immediately befoie the period at the end thereof a comma and the 
following: "or under section is (2) moie than three years afLer the sale.” 

Sec. 208. Section 15 of such act is amended by inserting immediately before 
the period at the end thereof a comma and the following: “unless the con- 
trolling person had no knowledge of or reasonable ground to believe in the 
existence of the facts by reason of which the liability of the controlled person 
is alleged to exist.” 

Sfc. 209. (a) The first sentence of subsection (a) of section 19 of such Act 
is amended by inserting afLer the word "accounting" a comma and the word 
“technical.” 

(b) Subsection (a) of such section 19 is further amended by adding at the 
end thereof the following new sentence: "No provision of this title imposing 
any liability shall apply to any act done or omitted in good faith in conformity 
with any rule 01 regulation of the Commission, notwithstanding that such rule 
or regulation may, after such act or omission, be amended or rescinded or be 
determined by judicial or other authority to be invalid for any reason.” 

Sec. 210. Upon the expiration of sixty days after the date upon which a 
majority of the members of the Securities and Exchange Commission appointed 
under section 4 of title I of this Act have qualified and taken office, all powers, 
duties, and functions or the Fedeial Trade Commission under the Securities AcL 
of 1933 shall be transferred to such Commission, together with all property, 
books, records, and unexpended balances of appropriations used by or available 
to the Federal Trade Commission for carrying out its functions under the Se- 
curities Act of 1933. All proceedings, hearings, or investigations commenced or 
pending before the Federal Trade Commission arising under the Securities Act 
of 1933 shall be continued by the Securities and Exchange Commission. All 
orders, rules, and regulations which have been issued by the Federal Trade 
Commission under the Securities Act of 1933 and which are in effect shall con- 
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vision of any regulation lelaung to, or out of action taken by, the Fedcial 
Tiadc Commission undei such Act, shall be followed in all lespects and may be 
exercised and culoiced. 

Sec. an. The Commission is authoiued and directed to make a study and 
investigation of the woik, activities, pcisonnel, and functions of piotcctivc and 
icorgani/alion committees in connection with the leoiganization, readjustment, 
rehabilitation, liquidation, or consolidation oi persons and piopcrties and to 
repoit the lcsult of its studies and investigations and its lccommcndations to 
the Congress on m befoie January 3, 1936. 

Appioved, June 6, 1934, 18*15 p. m. 



Appendix III 
Regulation T 

of the Board of Governors of the Federal Reserve System 

EXTENSION AND MAINTENANCE OF CREDIT BY 
BROKERS, DEALERS, AND MEMBERS OF 
NATIONAL SECURITIES EXCHANGES 

SECTION 1. SCOPE AND EFFECTIVE DATE OF REGULATION 

This regulation is issued pursuant to the icquiicmcnts of sccLions 7 and 8 (a) 
of tlie Securities Exchange Act of 1934 lor the purpose of preventing the exces- 
sive use of ci edit for the purchasing or carrying of secuiitics and applies to the 
extension and maintenance of credit by members of national secuiitics exchanges 
and by brokeis and dealcis transacting a business in sccuiilies through the 
medium of such members. 

This regulation shall not be construed as applying to the extension or main- 
tenance of crediL on registeied securities for any purpose other than the purpose 
of purchasing or carrying securities or of evading or circumventing the provisions 
of this regulation. 

This regulation shall become effective on October 1, 1934. 

Such furthei regulations as the Board deems necessary or appropriate to cairy 
out the piovisions of sections 7 and 8 (a) of the Securities Exchange Act of 1934 
will be issued from time to time. 

SECTION 8. DEFINITIONS 

For the purposes of this regulation- 

fa) The terms “person,” “member,” “broker,” “dealer,” “buy,” “pur- 
chase,” "sale,” “sell,” “security,” "equity security,” and “bank” shall have 
the meanings given them in section 3 (a) of the Securities Exchange Act of 
1934, which is printed in the appendix to this regulation. 

(b) The term “creditor” means any member of a national securities ex- 
change or any broker or dealer who transacts a business in securities through the 
medium of any such member. 

(c) The term “account” means any account (whether a “combined account” 
or a “special accounL” or any other account) representing any financial rela- 
tionship between any crcdrtor and any customer or any group of customers 
actrng jointly, 

(d) The term “combined account” means the combination of all accounts 
(except "special accounts”) between any creditor and any customer, or any 
group of customers acting jointly, to or for whom such creditor is extending or 
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maintaining any cieclit, directly or indirectly, on registered securities (other than 
exempted securities) tor the purpose of purchasing or carrying securities. 

(e) The term “special account” means any account recorded separately in 
contoimity with sections 3(h), 3(c), 3 (d), 5 (b ) , 6, or 7 (a) of this regulation; 
and, when so recorded, such accounts shall be excluded, for the puiposes of 
this regulation, from all calculations involving "combined accounts.” 

(j) The tcim “exempted security” or “exempted securities” shall in- 
dude securities which are cliicct obligations of or obligations guaianteed as to 
principal or interest by the United States; such securities issued or guaranteed 
by corporations in which the United States has a direct or indirect interest as 
shall be designated for exemption by the Secretaiy of the Treasury as necessaiy 
or appiopriate in the public intciest 01 tor the piotcction of invcstois; secunties 
which aie direct obligations of 01 obligations guaianteed as to principal or 
interest by a State or any political subdivision thereof or any agency 01 instru- 
mentality of a State or any political subdivision theieof or any municipal cor- 
porate instrumentality of one oi more Stales; and such other securities as the 
Securities and Exchange Commission may, by such rules and regulations as it 
deems necessary or appiopriate in the public interest or foi the protection of 
investors, either unconditionally 01 upon spedfied terms and conditions or foi 
staled periods, exempt from the opeiauon of any one or more provisions ot 
section 7 and/or 8(a) of the Sccuiities Exchange Act ot 1934, which by their 
terms do not apply to an "exempted sccunty” or to “exempted secuiiLies.” 

(g) The lean “registered security” means any security which is registered 
on a national securities exchange, or which, in consequence of its having unlisted 
tiading privileges on a national securities exchange, must, undei the provisions 
of section is (f) of Ihe Securities Exchange Act of 1934, be considered a "security 
leglstered on a national securities exchange.” 

(/») The term “maximum loan value” of a security means the maximum 
amount of credit which, at any given time, may he extended by any creditor on 
such security, in conformity with section 3. The “maximum loan value” of the 
securities in an account, at any given time, is the sum of the maximum loan 
values at such time of the individual securities in such account, including secu- 
lities bought for the account of the customei but not yet debited to his account, 
but excluding securities sold for the account of the customer for which payment 
has not yet been credited to his account and excluding contracts for the purchase 
or sale of unissued securities. 

(/) The term "unrestricted account” means an account in which at any 
given time the adjusted debit balance equals or is less than the maximum loan 
value at such time of the securities in the account; and any account which is an 
unrestricted account at the beginning of business on any given day may for the 
purposes of this regulation be considered an unrestricted account throughout 
such day. 

(j) The term “restricted account” means an account in which, at the be- 
ginning ot business on any given day, the adjusted debit balance exceeds the 
maximum loan value at such lime of the securities in the account: Provided, 
however, That, if during the course of a day, as a result of the deposit of cash 
and/or securities or the sale or substitution ot securities by or on behalf of the 
customer the maximum loan value of the securities in the account becomes equal 
to or gi eater than the adjusted debit balance, such account may he deemed an 
unrestricted account thipughout such day. 

(A) The teim “initial extension of credit” means any new extension ot 
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u edit in an account or any increase in the amount of credit outstanding in 
mi account. 

(l) The term “net withdrawal” means any payment or delivery fiom an 
account of money and/or registeied and/or exempted securities having an aggie- 
gate cunent market value exceeding that of any money and/or registeied and/or 
exempted securities paid 01 delivered into the account on the same day. 

(m) The teim “customer” means any person to or for whom, oi any gioup 
of persons to or for whose joint account, a cieditoi is extending or maintaining 
any credit and includes any paitnei in a firm to whom such Him is extending 
credit for the purpose of purchasing or carrying securities 1 Provided, hnwevei. 
That a partner shall not be deemed to be a customei of his film within the 
meaning of this regulation with reference to his financial relations to the film 
as reflected in his capital and ordinary drawing accounts. 

(») The term "days” as distinguished from "business days” and “full business 
days,” means calendar days, but if the last day of a specified period of days lie a 
Saturday, a Sunday, or a holiday, such period shall be considered to end on the 
next full business day. 


SECTION 3. MARGIN REQUIREMENTS 

(a) General rule.— No creditor shall make any initial extension of cicdit to 
any customer on any registered security (other than an exempted secunty) foi 
the purpose of purchasing or cauying any secuiity, in an amount which causes 
the total credit extended on such registered security to exceed the maximum loan 
value of such registered secuiity. (See supplement below for actual maigin 
requirements established in 1936.) 

(b) Extensions of credit to other members, brokers, and dealers.— In 
a special account recorded separately, any creditor may extend credit on any 
legistered security to any other member, broker, or dealer in an amount not 
greater than the maximum loan value of such security, which shall be (except 
in the case ol an exempted secuiity) 80 per cent of the cunent market value oL 
such security. Provided, That (1) such other member, broker, or dealer is sub- 
ject to the provisions of this legulaiion or has places of business only in foreign 
countries, (2) such ciedlt is extended or maintained solely for the pm pose of 
enabling such member, broker, or dealer to cany accounts for his customers 
other than his partners, and (3) any credit extended or maintained by such 
creditor to or for such othei member, broker, 01 dealer for the purpose of pur- 
chasing or carrying securities foi his own account or for the account of his film 
or any of his partners shall noL be included in such special accounl and shall 
be subject to the other provisions of this section. 

(c) Extension of credit to distributors, syndicates, etc.— In a special 
account recorded separately, any creditor may extend credit on any registered 
security in an amount not greater than the maximum loan value thereof, which 
shall be (except in the case of an exempted security) 80 per cent of the current 
market value of such security: 

(1) To any dealer, for the purpose of financing the distiibution of an issue 
of securities at wholesale or retail; or „ 

(a) To any group, joint account or syndicate, for the purpose of under- 
writing or distributing an issue of securities. 

(d) Arbitrage accounts.-If such transactions arc recorded separately in a 
special account and are not used for the purpose of evading or circumventing Ihc 



REGULATION T, FEDERAL RESERVE SYSTEM 641 

piovisions of this regulation, any bona fide ai bill age transactions m seem i tics 
and any ciedit extended 01 maintained to 01 £01 a customei fot the purpose of 
ftuandng such uansauions shall be exempt from the other provisions of this 
legulation: Provided, That the customer shall maintain a maigin equal to s pel 
cent of any net debiL balance in such account, unless the accounL contains no 
secuiitics except exempted secutities 

{a) Exempted securities.— In an account which contains both exempted 
securities and registered noncxemptcd securities, the maximum loan value of an 
excmpLcd security shall be lcgaided as not moie than the current market value 
of such security: Provided, however, That nothing in this legulation shall be 
construed as picventing any exchange or any creditor from requiring margin on, 
or assigning lower loan values to, exempted securities. 

(/) Adjusted debit balance.— For the pui pose of this regulation, the ad- 
justed debit balance of an account shall be calculated by taking the sum of the 
following items: 

(1) The net debit balance, if any, of the account; 

(а) Any amount to be paid for securities (other than unissued securities) 
bought for the account of the customei but not yet debited to his account; 

(3) The cuiicnt market value of any securities sold short in the account 
(other than unissued securities) plus the maigin customarily required by the- 
creditoi on such shoit commitments; 

(4) The amount of any margin customarily requhed by the creditor on 
every future commitment in unissued secuiities, in commodities, or in foreign 
exchange, and/01 in connection with the creditoi 's indorsement or guaianty 
of any put, call or oLher option, plus any unrealized loss on each such com- 
mitment and/or minus any unrealized gain on each such commitment not 
exceeding the margin thereon; and 

(5) In the case of a guarantor’s account, the aggregate of the amounts 
required to make each account guaranteed by such guarantor an unrestricted 
account: Provided, That in the case of no such guaranteed account shall the 
amount exceed that to which the guaranty is limited; 

and deducting therefiom the sum of the following items: 

(б) The net ciedit balance, if any, of the account; 

(7) Any amount to be received for securities (other than unissued secu- 
rities) sold for the account of the customer but for which payment has not yet 
been credited to his account; and 

(8) Any amount needed but not yet received by the creditor to provide any 
margin rcquiicd by this regulation: Provided, That (a) a demand for such 
margin shall have been made in, or confirmed by, a letter or telegram which 
the creditor shall have sent to the customer at his last known address and 
(6) the time whhln which the creditor is required by this regulation to 
obtain such margin has not exphed. 

For the purposes of this regulation, the adjusted debit balance of every account 
in which any credit is extended or maintained foi the purpose of purchasing or 
carrying securities shall be computed In accordance with ihe above rules, regard- 
less of whether it be a combined account or a special account. In case a customer 
has more than one account (other than special accounts) with a creditor, his 
adjusted debit balance and the maximum loan value of the securities in his 
account shall be calculated, tor the purposes of this regulation, on the basis or 
his combined account, taking into consideration all accounts between such 
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customer anti such creditor except special accounts. In computing the adjusted 
debit balance oi each special account, theie shall be takpn into consideration 
only the items involved in that paiticulai account 

(g) Current market value.— For the puiposc of asceitaining the cunent 
market value of a sccunty at the time of and m connection with a purchase or 
sale of such secutity, the price at which such security is puichascd or sold 
(whether 01 not as part of a substitution of secuiities or other transaction) , shall 
be used in computing the cunent maiket value of such security within the 
meaning of this regulation 

For the purpose of asceitaining the cunent market value of any security in 
an account, at any time oilier than the time of its pm chase or sale, the creditor 
shall have the option ol using as the pnee of such sccunty either the closing 
sale oi the closing bid pnee for such security on the picccding business day, as 
shown by any regularly published reporting oi quotation service used by such 
creditor (except that such bid price shall not be deemed to be the current 
market value of a security sold short) . In the absence of any such closing sale 
price, the creditor shall have the option ol using either any such bid puce on 
such preceding business day (except that such bid price shall not be deemed 
to be the current maiket price of a security sold short) , or the price at which 
the last sale was recorded, if such sale occurred duung the cui rent or preceding 
calendar month, as shown by any regularly published reporting oi quotation 
service used by such ciedilor. In the event that none of the prices above 
described is available, the ciedilor may use any reasonable estimate of the 
market puce of such secunty. 

SECTION 4. EXTENSION AND MAINTENANCE OF CREDIT 

(а) Statutory provision.— Under the provisions of subsection (c) of section 
7 of the Securities Exchange Act of 1934, it is unlawful for any member of a 
national secuiities exchange oi any broker or dealer who transacts a business in 
securities through the medium of any such member, directly or indnectly, to 
extend or maintain credit or arrange for the extension or maintenance of ctedit 
to or for any customer on any registered security (otliei than an exempted 
security) in contravention of the regulations of the Fedcial Reseive Boaid. 

(б) General rule— A ciedilor may peimit cieclil to be maintained in any 
account in accordance with the provisions of this section, regardless of reductions 
in the customer’s equity resulting fiom changes in market prices and/or ftom 
charges to the account of tire customer permuted under section 8 (b) of this 
regulation. 

(c) Transactions in unrestricted accounts.— A creditor shall not permit 
any customer to make in an unrestricted account any transaction or combination 
of transactions which would cause such account to become a lestricted account, 
unless he demands, in accordance with section 4 (e) of this regulation, additional 
maigin in an amount sufficient to make such account an umcsliiclcd account. 

(d) Transactions in restricted accounts,— A creditor shall not permit a 
customer to make m a restricted account any transaction which, in combination 
with any other transactions made on the same day and together with demands 
for additional maigin in connection therewith, lesulls in any increase of the 
excess of the adjusted debit balance of the account over the maximum loan value 
of the secuiities in the account, or results in any net willidiawal of cash and/or 
securities: Provided, however, That a creditor may permit a customer to make 
any transaction 01 combination of tiansactions which causes the account to 
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become an unrestricted account: and Provided, That any substitution o£ secu- 
rities consisting oC a sale o£ secuiities in the account and the pui chase o£ other 
securities, if completed within a period o£ two successive business days, may be 
considered foi the puiposcs o£ this section as a single transaction occurring on 
the day on which the purchase occurs. 

(e) Time when margin must be obtained.-Wlienever the creditor is 
required to demand additional margin in order to comply with this regulation, 
he shall demand the required amount o£ maigm as promptly as possible and 
shall obtain such maigin as piomptly as possible m view of the established 
usages of the trade and the ciicu instances of the case and in all events before 
the expiration of thioe full business days (exclusive of Saturdays, Sundays and 
holidays) from the date of the purchase or other transaction on account of 
which such maigin is icquired, unless, within such time such account is brought 
into confoimity with this regulation by some other method- Provided, That, in 
exceptional cases, any regularly constituted committee of a national securities 
exchange having juiisdiction over the business conduct of its members, of which 
exchange the cicditor is a member or through which his tiansactions aie effected, 
may giant a further extension of time, not exceeding ten days, on application of 
the cieditor, if such committee is satisfied that the creditor is acting in good 
laith and that the circumstances warrant such action. Provided, however. That, 
it the account be a restricted account (1) in the case of a withdrawal of cash, 
the liccessaiy amount of secuiities must lie deposited on the same day; (a) in 
the case of a withdiawal of securities, the necessary amounL of cash must be 
deposited on the same day, and (3) in the case of a substitution of securities 
(not involving a sale of secuiities in the accounL and the purchase of othei 
secuiities) , the secuiities substituted must be deposited on the same day that 
the secuiities for which they aie substituted are withdiawn. 

(/) Time when payment or margin is deemed to be received.— For Lite 
pm poses ol this lcgulation, any creditor who shall in good faith accept any check 
01 draft drawn on a bank which in the ordinary course of business is payable 
on presentation or any order on a savings account with passbook attached, shall 
be deemed to have received payment of the amount of such check, draft, or 
order within the meaning of this lcgulation at the time such check, draft, or 
older is icccived; and any creditor who shall in good faith ship securities with 
sight diaft attached shall be deemed to have received payment of the amount 
of such sight diaft at the time of the shipment of the securities to which such 
sight draft is attached: Provided, That, it such check, draft, older, or sight draft 
is not paid on tile day of presentation, the cieditor shall, befoie the expiration 
of three full business days from the icccipt of notice of such nonpayment, obtain 
actual payment, cancel the sale, icscll the securities for the account of the 
customer, or obtain the deposit of additional securities having a loan value 
sufficient to piovide the margin needed. 

Any member, broker, or dealer who shall receive payment of any amount in 
any foreign currency capable of being converted without lcstriction into United 
States currency, shall be deemed, for the purposes of this regulation, to have 
received payment of an amount equal to the value of the foieign currency so 
paid, computed at the buying rate for cable transfers of such ioreign currency 
on the preceding business day as determined and cei tilled by the Federal Reserve 
Bank of New York and published by the Secretary oi the Ticasury pursuant to 
the provisions of section gs* of title 4 of the Tariff Act of 1930. Any person 
who shall deposit with a creditor any such foreign currency may, for the putpose 
of determining the adjusted debit balance in an account of such peison, be 



644 INVESTMENT BANKING 

ciedited with the value of such foreign cuircncy computed as liciciiiabovc 
piesciibed. 

In the case of any special account which glows out of icgulai conespondcnt 
relationships between a cieditoi and a customei who is not located m the same 
city and who is a inembet, brokei, or dealer, seem 1 ties which aie in tiansit iioin 
such customer to the ci editor foi the puiposc of mcieasing the customers 
margin may, for the puiposes of this lcgulatiou, be deemed to have been received 
by the creditot at the time he leceives and accepts m good faith a telegiam or 
lettei from the customer stating that such securities have been shipped to the 
creditor. 

SECTION 5. EXTENSION OR MAINTENANCE OF CREDIT WITHOUT 

COLLATERAL OR ON COLLATERAL OTHER THAN EXEMPTED OR 

REGISTERED SECURITIES 

(а) General rule.— Under the provisions of subsection (c) of secLion 7 of the 
Secuiities Exchange Act of 1931, it is unlawful for any member of a national 
securities exchange or any biokei or dealer who tiansacLs a business in secuiities 
thiough the medium of any such member, directly or indirectly to extend 01 
maintain credit 01 anange ior the extension or maintenance of cicdit to 01 lor 
any customer without collateral or on any collateiol other than exempted and/01 
registeied securities except as expressly peimitted by this regulation. 

(б) Credit not for purchasing or carrying securities.— In a special ac- 
count recoided sepal ately, a creditor may, notwithstanding any othci provision 
of this regulation, extend credit to any customer, without collalcial 01 on any 
collateral other than non-cxcmpted legistered secuiities, for any bona fide 
commercial, industrial, or oLher purpose except the purpose of purchasing or 
carrying securities or of evading or circumventing the provisions of this 
regulation. 


SECTION 6. CASH TRANSACTIONS 

Notwithstanding any other piovision of this regulation, a creditor may, in a 
special cash account recorded separately, subject to the conditions specified in 
Lhis section, (1) effect bom fide cash transactions and tiansacLions incidental 
thereto and (s) make, for limited periods not exceeding seven days, extensions 
of credit which are incidental to bom fide cash transactions. 

A bona fide cash tiansaction is (1) a tiansaction in which a customer buys a 
security (whether registered or unregistered), through a creditor acting as 
broker or from a creditor acting as dealer, puisuant to an agiccment made in 
good faith, and not to evade or circumvent the provisions of this legulation, 
that the customer will promptly make full cash payment for such security, or (a) 
a transaction in which a customer sells, thiough a creditor acting as broker or 
to a creditor acting as dealer, a security (whether registered or unregistered) 
which the creditor holds in the special cash account of such customer or which, 
pursuant to an agreement made in good faith and not to evade or circumvent 
the provisions of this regulation, is to be deposited in or transferred to such 
account. ' 

The creditor shall record the full details of every bom fide cash tiansaction 
and of every transaction incidental thereto which is effected in Lhe special cash 
account piovided for in this section and shall record in the special cash account 
itself the following details: (1) in the case of every security purchased by the 
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mstomer, the name of the customer, the dale of payment by the creditor, and 
he dale of payment by the customci, and (a) m the case of every security sold 
jy the customer the name of the customer, the date of deposit of the security 
n or the tiausfer thcicof to the account, the date of payment to the customer, 
md the date of the cicditing of the jnocecds of the sale to the account. 

No extension of credit which is incidental to any such bona fide cash trans- 
ition shall constitute a violation of this legulation (1) if, within the lime speci- 
led above, payment is received by the creditor (who may disregaid foi the 
impose of this clause any sum due not exceeding $50) , ot (a) if, within two 
lull business days after the time when paymetu should have been received 
ander this section, the creditoi (a) in the case of any security purchased by the 
mstomer from the cicditoi acting as dealer, cancels the sale or resells the 
security, or (ft) in the case of any security puichased through the cieditor acting 
is bioker, sells the sccuiity, 01 (c) in the case of any sccuuiy Bold through the 
;i editor acting as bioker, losells the sccunty or is repaid by the customer Pro- 
vided, howeoer, That, in exceptional cases, any regularly constituted committee 
3f a national secui i lies exchange having jurisdiction over the business conduct 
uf its members, of which exchange the cieditor is a member or through which 
Ills tiansactions are elfecLed, may, on application of the creditor, grant a further 
exi elision of time not exceeding 35 days or, in the case of a legistercd security, 
111 thorite the creditoi to extend cicdit on such security subject to the provisions 
af this legulation, if such commitee is satisfied that the transaction was a bona 
fide cash transaction, that the cieditor is acting m good faith in making the 
application, and that the circumstances wairant such action. 

The special cash account provided for in this section shall not be used in any 
way for the purpose of evading or circumventing any provision of this regulation. 
No transactions shall he effected in such account except bona fide cash trans- 
actions and transactions incidental thereto, and no extension of ciedit shall be 
made in such account except extensions incidental to bona fide cash transactions. 

Note, -Tlie Board’s rulings numbered 16, *7, 34, and 35 interpreting Regula- 
tion T may he disicgarded with respect to transactions occuiring on and after the 
effective date of the foregoing amendment. After enactment of Amendment No. 3, 
Ruling No. 36 interpreting Regulation T will still be controlling as to the facts 
staled in the luling but It is contemplated that the ruling will be of less genciai 
intei eSt because of the possibility under Amendment No. 3 of transferring 
unregisteicd, nonexompted securities from a combined account to a cash account 
for the purpose ot effecting their sale as a bona fide cash transaction. 

SECTION 8. ADMINISTRATIVE ADJUSTMENTS AND DETAILS 

(a) Borrowing and lending securities.-Neiiher the bona fide deposiL of 
cash, in order to boirow securities for the purpose of making delivery of such 
securities in the case of short sales, delayed deliveries, and other similar trans- 
actions, nor the bona fide lending of securities for such purposes shall be con- 
sidered an extension or maintenance of credit within the meaning of this 
regulation. , . , . 

(ft) Interest, commissions, etc.-Interest on credit maintained in an ac- 
count, commissions on transactions in an account, sale or transfer taxes on 
transactions in an account, premiums on securities borrowed in connection with 
short sales or to effect delivery, dividends, interest, rights or oilier distributions 
due on borrowed securities, and any service charges which the creditor may 
impose, may lie debited to such account in accordance with the usual practice 
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and shall be taken into consideiation in calculating the net balance oC such 
account, but the debiting oC any such item to an account shall not be considered 
a violation of this legulation, whether 01 not such accounL is a restricted account 
and whether 01 not the debiting of such item causes an unicstrictcd account to 
become a restiicted account. 

Nothing in this legulation shall be construed to pievent a creditor from paying 
to or fot a customer fiom any account (including any icstucted account) 
mtei est and/or cash dividends collected by the cieditoi foi the customer’s 
accounL, it such payment is made within gg days after the day on which, in 
accordance with the creditor’s usual piacticc, such inteicst 01 dividends aie 
credited to the account, and if the crediting of such inteicst or dividends has 
not served in the meantime to peimit in the accounL any pui chase of securities 
or othei tiansaction which could not otherwise have been eflecled in accordance 
with this regulation. 

(e) Declaration as to purpose of loan.— Eveiy extension of ciedlt on a 
icgistered security (other than an exempted security) shall be deemed for the 
purposes of this legulation to be for the purpose of puicliasing ox carrying 
securities, unless she customer shall file with the ci editor a written declaration 
signed by the customer which shall state the use to be made ot such credit and 
which shall state specifically that such credit is not for the purpose of pur- 
chasing or carrying securities or of evading or circumventing the provisions of 
this regulation In any case m which a creditor is required to comply with the 
piovisions of this legulation if an extension of cicdit is for the purpose of 
purchasing or carrying securities, he may rely upon a wiiltcn declaration ot the 
customer such as that icquued above, unless he knows the statement to be 
false or has information which would put a prudent man upon inquiry and if 
investigated with reasonable diligence would lead to the discovery of the 
falsity of the statement. 

(t() Guaranteed accounts.-Notwithstanding the definitions of the teims 
“uniestricted account” and “lcstriclcd account,” a cicditor may regaid as an 
unrestricted account any account which is guaranteed in willing for an amount 
sufficient to make such account an uniestricted account by a person who has an 
account with such creditor containing securities of sufficient loan value to make 
such guaranteed account an unrestilcted account in addition to providing the 
margin required by this regulation on the guaiantor’s account. 

(e) Transfer of accounts.— In the event ot the tiansfer ot an account from 
one creditor to another, such account may be f tieatcd foi the purposes of this 
regulation as if it had been maintained by 'the transferee fiom the date of 
its origin. 

(/) Credit for clearance of securities.— The extension or maintenance ot 
any credit which is maintained for only a fraction of a day (that is, for only 
part of the time between the beginning ot business and midnight on the same 
day) shall be disregarded for the purposes of this legulation, if it is incidental 
to the clearance of transactions in securities directly between members or through 
an agency organised or employed by the members ot a national securities 
exchange for the purpose of effecting such clearances. 

(g) Innocent mistakes.-If any failure to comply with this regulation re- 
sults from an innocent mistake made in good faith in executing a transaction, 
recording, dcteimining, or calculating any loan, balance, market price, loan 
value, or other administrative adjustment or detail, the creditor shall not be 
deemed guilty of a violation of this regulation: Provided, that (1) the 
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is coi reeled piomptly, (a) any additional margin required is obuined within 
the time allowed by this legulation fiom the date of the discovery of the mistake 
( h ) Transactions outside United States.-In view of the piovisions of 
section 30 (b) of the Securities Exchange Act of 1934, nothing in this regulation 
shall apply to any cicditor in so far as he transacts a business in securities with- 
out the jurisdiction of the United States, unless he transacts such business m 
contiavention of such lules and regulations as die Securities and Exchange Com- 
mission may prescribe as neccssaiy or appropiiate to pievent the evasion of the 
Securities Exchange Act of 1934, 

SECTION 9. REPORTS 

Eveiy member of a national sccuiitics exchange and every bioker or dealer 
who tiansacts a business in securities through the medium of any such member, 
shall, 111 the mannei and form to be prescubed by the Fedeial Reserve Board, 
make such periodic, special, and/or other repoi ts as the Federal Reserve Board 
may require from time to time, 

SECTION 10. BORROWINGS BY MEMBERS, BROKERS, AND DEALERS 

(a) General rule.— Under the provisions of section 8 of the Securities Ex- 
change Act of 1934 it is unlawful for any membei of a national securities 
exchange, or any biokct 01 dealer who transacts a business in sccuiilies through 
the medium of any such member, directly or indirectly to borrow in the ordinaiy 
couisc of business as a broker or dealer on any registered security (other than 
an exempted security) except- 

(1) From or ihiough a member bank of the Federal Reserve System; or 

(2) Fiom any nonmember bank which shall have filed with the Federal 
Reserve Boaid an agreement which is still in force and which is in the foim 
presciibcd by this regulation; or 

(3) To the extent to which, under the piovisions of this regulation, the 
Federal Reserve Board permits loans between such members and/or brokeis 
and/or dealers, or to meet emeigency needs. 

(b) Borrowing from nonmember banks.-Each nonmember bank which 
has filed an agreement in the form prescribed by this regulation will be given a 
ceilificate evidencing that fact. Interested persons may obtain from the Federal 
Reserve agent at any Federal Reserve bank the names of banks which have filed 
such agreements and information as to whether in each case the agreement is 
still in force. 

(c) Borrowing from other members, brokers, and dealers.— A creditor 
may bonow from another creditor in the ordinary couise of business as a broker 
or dealer on any registered secuiity to the extent and subject to the terms upon 
which the latter may extend credit to him in accordance with the piovisions of 
this regulation and subject to such rules and regulations as the Securities and 
Exchange Commission may prescribe under the provisions of section 8 (c) of 
the Securities Exchange Act of 1934. 

(d) Emergency loans,— Notwithstanding any other provision of this regu- 
lation, any* member of a national securities exchange, or any group of such 
members, may, with the approval of any regularly constituted committee of a 
national securities exchange having jurisdiction over the business conduct of 
such members, make loans to meet the emergency needs of any other such 
member or of a broker or dealer transacting business ihiough the medium of 
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any such member, and all such loans, whether made pilot oi subsequent to 
the eflccttve date of this regulation, may lie maintained, renewed, and/or ex- 
tended until the Federal Reset ve Boaid shall detetmme that the emergency 
justifying such loan has ceased to exist. Provided, That any such committee 
appioving the making, renewal, or extension of any such loan, made after the 
effective date of this regulation, shall, within 10 days, make a written lepoit of 
all facts lelative theieto to the Fedeial Reserve agent of the district in which 
such exchange is located. Any mernbei of a national secunties exchange and any 
broker or dealei who tiansacts a business in secunties through the medium of 
any such member may bnnow in accordance with the provisions of this section 
lor the purpose of meeting his emergency needs. 

SECTION 11. QUALIFICATION OF NONMEMBER BANKS TO LEND TO 
MEMBERS, BROKERS, AND DEALERS 

(а) Form of agreement.— In oidei to qualify, puisuanL to the provisions of 
subsection (a) of section 8 of the Securities Exchange Act of 1931, as a bank 
fiom which it Is lawful for any member of a national securities exchange 01 any 
broker or dealer who tiansacts a business in secuiitics through the medium oi 
any such member, to boriow, in the oidinary couise of business as a biokct 01 
dealer, on registeicd secuiitics (other than exempted securities) , a bank which 
is not a member of the Fedeial Reseive System and which is not included m the 
classes of banks refen ed to in subsection (b) of this section, shall file, in (he 
manner heieinafter prescubed, an agreement on F.R.B Foim T-i, which foim is 
heieby made a pait of this legulation. The execution of such agieement shall 
be authorized by the adoption by the boaid of dnectors or other governing body 
of the bank of a resolution in the foim contained in F.RB. Form T-i and the 
agieement when filed shall be accompanied by a copy of such resolution certified 
by the secretaiy or other duly authorized officer of the bank in the manner 
provided for in F.R.B. Form T-i. 

(б) Banks in territories or insular possessions; branches o£ foreign 
banks.— In order to qualify, pursuant to the provisions of subsection (a) of 
section 8 of the Securities Exchange Act of 1934, a bank which is not a member 
of the Fedeial Reserve System and which has its principal place of business in 
a Territory or insular possession of the United Slates (including the Philippine 
Islands and the Canal Zone) or which is not a member of the Fedeial Reserve 
System and which has its principal place of business in a foreign countiy and 
has a branch oi agency in the United States, shall file in lieu of the agieement 
on F.RB, Form T-i an agreement on F.R.B. Foim T-g, which form is hereby 
made a part of this regulation. Such agieemeni when filed shall be accom- 
panied by proof of the authorization of its execution in the manner provided 
on F.R B Form T-g. 

(c) Method and evidence of filing.— Duplicate originals of F.R.B. Form 
T-i, when properly executed, shall be delivered to the Federal Reserve agent 
at the Federal Reserve bank of the district in which is situated the qualifying 
bank’s principal place of business and such delivery shall constitute filing with 
the Federal Reserve Board. A certificate evidencing such filing will thereupon 
he delivered to the qualifying bank by the Federal Reserve agent. * 

Duplicate oiiginals of F.R.B Foim T-g, when properly executed, shall be 
delivered to the Fedeial Reseive agent at the Federal Reseive Bank of New 
York 01 the Federal Reserve agent at the Federal Reserve Bank of San Fiancisco 
and delivery to eithet such Federal Reserve agent shall constitute filing with 
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the Fedeial Reseive Boaul. The Federal Reserve agent to whom such delivery 
is made shall thereupon send a tcriihcalc evidencing such filing to the qualilying 
bank and to each blanch 01 agency o£ the qualifying bank which is listed in 
F.R.B Point T-a and shall at the same time send appropriate notice of such 
filing to the Federal Reseive agent at the Federal Reserve bank in each Fedeial 
Reseive disuicl in which is situated one or more of such branches or agencies. 

(rf) Termination of agreementS.-Any agreement on F.R B. Form T-i or 
FR.B. form T-a filed with the Federal Reserve Board shall be subject to 
tcimination at any time by older of the Boaul, after appiopriate notice and 
oppoitunity for hearing, because of any failure by the bank filing such agreement 
to comply with the provisions theicof or with the provisions of the Securities 
Exchange Act of 193.J, the Fedeial Reserve Act, as amended, or the Banking 
Act of 1933, which aic applicable to membei banks and which lelale to the use 
of ciedil to finance tiansaclions in secuiities, or with such tules and regulations 
as may be presciibed pursuant to such provisions of law or lor the purpose of 
preventing evasions Lhcicof. For any willful violation of such agreement, the 
offending bank will be subject to the penalties prescribed by the Securities 
Exchange AcL of 1931 lor violations of lules and regulations prescribed there- 
undei . 

(e) Forms available.-Copies of F.R.B. Form T-i and F.R.B. Form T-* 
may be obtained from the Federal Reserve agents at the Fedeial Reserve banks. 

SECTION is. ADDITIONAL REQUIREMENTS BY EXCHANGES AND 
CREDITORS 

Nothing in this lcgulation shall be construed as preventing an exchange fiom 
adopting and enforcing any rule or regulation requiring its members to secure 
01 maintain higher nun gins 01 otherwise restricting the amount of credit which 
may bo extended by such membeis. 

Nothing in this legulation shall be constiued as modifying the right of any 
cieditor to lcquiie additional seciulty foi the maintenance of any credit 01 as 
restricting the right of any creditor to refuse to extend credit or to sell any 
secuiities or properly held as collateral for any loan or credit extended by him. 

Supplement to Regulation T 


(Effective April 1, 193O) 

MAXIMUM LOAN VALUES OF REGISTERED SECURITIES 
(OTHER THAN EXEMPTED SECURITIES) FOR 
PURPOSES OF REGULATION T 

Pursuant to the provisions of section 7 of the Secuiities Exchange Act of 1934 
and section 3 of in Regulation T, as amended, the Board of Governors of the 
Federal Reserve System hoieby prescribes the following maximum loan values 
of registered securities (oilier than exempted securities) for the puiposes of 
Regulation T: 

(1) General rule.-Exccpt as provided in paragraphs (a) and (3) of this 
supplement, the maximum loan value of a registered security (other than an 
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exempted security) shall be 45 per cent of the current market value of the 
secuuty. 

(*) Extension of credit to other members, brokers and dealers.— The 
maximum loan value of a legisteied secunty (other than an exempted security) 
in a special account with another member, broker or dealei, which special 
account complies with subsection (b) of section 3 oi Regulation T, as amended, 
shall be 60 pel cent of the cuuent maiket value of the sccuiity. 

(3) Extension of credit to distributors, syndicates, etc— The maximum 
loan value of a lcgistered secuiity (other than an exempted security) in a special 
account with a distiibutor, syndicate, etc., which special account complies with 
subsection (c) of section 3 of Regulation T, as amended, shall be 80 per cent 
of the current market value of the sccuiity. 



Appendix IV 
Regulation U 

of the Board of Governors of the Federal Reserve System 

LOANS BY BANKS FOR THE PURPOSE OF PURCHASING 
OR CARRYING STOCKS REGISTERED ON A NATIONAL 
SECURITIES EXCHANGE 

EXPLANATORY FOREWORD 
(Not <1 pari o£ the regulation) 

This legulation is issued pursuant to the provisions of section 7 of the 
Seeuxiues Exchange Act of 1931 and relates only to loans made on or ailei 
May 1, 1936. It is not leiroaclivc. 

The regulation does not lestiicl the light of a bank to extend ctedil, whether 
on securities or olhcnvise, fot any commcicial, agricultuial, 01 industnal pui- 
pose, or for any other purpose except the purchasing or carrying of stocks 
legislated on a national socuntics exchange. 

The legulation does not prevent a bank from taking foi any loan collateral 
in addition to that lcquiicd by the regulation, nor does it requite a bank to 
lcducc any loan, to obtain additional collateral fot any outstanding loan, or to 
call' any outstanding loan because of insufficient collateral 

Any inquiry 1 elating to this regulation should be addressed to the Fedeial 
Reserve bank of the district in which the inquiry arises. 

SECTION 1. GENERAL RULE 

On and after May 1, 1936, no bank shall make any loan seemed dhcctly 01 
indiiectly by any stock [or the purpose of pinchasing or cat tying any stock 
legislated, on a national securities exchange in an amount exceeding the maxi- 
mum loan value of the collatcial, as prescribed from time to lime for stocks in 
the supplement to this regulation and as determined by the bank in good faith 
for any collateral other than slocks. 

For the purpose of this regulation, the entire indebtedness of any bonower 
to any bank intuired on or after May 1, 1936, for the purpose of puichasing or 
carrying stocks registered on a national securities exchange shall be considered 
a single loan; and all the collateral seeming such indebtedness shall be con- 
sidered in dfeteimining whether or not the loan complies with this legulation. 

After any such loan has been made, a bank shall not aL any time permit 
withdrawals or substitutions of collateral that would cause the maximum loan 
value of the collateral at such time lo be less than the amount of the loan. In 
case such maximum loan value has become less than the amount of the loan, 
651 
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a bank shall not peirnit withdrawals or substitutions that would incicase the 
deficiency; but the amount of the loan may be increased if theie is piovided 
additional collateral having maximum loan value at least equal to the amount 
of the increase. 


SECTION a. EXCEPTIONS TO GENERAL RULE 

Notwithstanding the foregoing, a bank may make and theicafter maintain any 
loan foi the purpose specified above, without regaid to the limitations piescnbed 
above, il the loan comes within any of the following descuptions. 

(a) Any loan to a bank or to a foreign banking institution; 

(b) Any loan to any person whose total indebtedness to the bank at the 

date of and including such loan does not exceed ft 1,000; ' 

(c) Any loan to a dealer, or to two of more dealers, to aid in the financing 
of the distubution of securities to customers not through the medium of a 
national sccuiitics exchange; 

(d) Any loan to a broker or dealer that is made in exceptional dicum- 
stances in good faith to meet his emeigency needs; 

(e) Any loan for the purpose of purchasing a stock fiom or through a 
peison who is not a member of a national secuiitics exchange and is not a 
broker or dealer who tiansacts a business in securities thiough the medium of 
any such member, or foi the purpose of cariying a slock so purchased; 

(f) Any temporaiy advance to finance the puichase 01 sale of secunLies 
for piompt deliveiy which is to be repaid in the ordinaiy couise of business 
upon completion of the transaction; 

(g) Any loan against secuiities in transit, or suirendcred foi Uansfer, 
which is payable in the oidinary course of business upon arrival of the 
securities or upon completion of the transfer; 

(A) Any loan whidh is to be repaid on the calendar day on which it 
is made; 

(«) Any loan made outside the 48 States of the United States and the 
District of Columbia. 

SECTION 5. MISCELLANEOUS PROVISIONS 

(а) In determining whether or noL a loan is for the purpose specified in 
section 1 or for any of the puiposes specified in section a, a hank may lely upon 
a statement with respect thereto, accepted by the bank in good faith, signed by 
an officer of the bank or by the borrower. 

(б) No loan; however it may be secured, need be treated as a loan for the 
puipose of "catrying" a stock legistered on a national secuiities exchange unless 
the purpose of the loan is to enable the borrower to reduce or ictire indebtedness 
which was originally incurred to purchase such a stock, or, il he be a btoker or 
dealer, to carry such stocks for customers. 

, (c) In determining whethci or not a security is a “stock registered on a 

national securities exchange,” a bank may rely upon any reasonably current 
record of stocks so registered that is published or specified in a publication of 
the Boaid of Governors of the Fedeial Reserve System. * 

(d) The renewal or extension of maturity of a loan need not be trcaLod as 
the making of a loan if the amount of the loan is not increased cxcepL by the 
addition of interest or service charges on the loan or of taxes on transactions in 
connection with the loan. 
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(f) A batik may accept, the tiansfer ot a loan from another lendet, 01 permit 
the tianslcr of a loan between bonoweis, without following the requirements 
of this regulation as to the making of a loan, piovided the loan is not increased 
; md the collatei.il foi the loan is not changed. 

(f) A loan need not be ticalcd as coll.itciallcd by sccuuLics which ate held by 
the bank only in the capacity of custodian, depositary 01 tiustee, or undei 
similar ciiciimstanccs, if the bank in good laith has noL lclicd upon such secu- 
lities as collatcial in the making oi maintenance of the particular loan 

(g) Nolhing m this regulation shall be consulted to pievent a bank fiom 
oeumtting withdiawals or substitutions of sccunlies to enable a bonower to 
anticipate in a leoigaui/alion. 

(/i) No misLake made in good faith in connection with the making or main- 
tenance of a loan shall be deemed to be a violation of this regulation. 

(i) Nolhing in this regulation shall be construed as pieventing a bank from 
taking such action as it shall deem necessary in good faith for its own protection. 

(y) Eveiy bank shall make such repoits as the Board of Governors of the 
Fcdcial Reserve System may requhe to enable it to perform the functions con- 
torted upon it by the Securities Exchange Act of 1931. 

(It) Terms used in this legulation have the meanings assigned to them in 
inch portions ot section 3 (a) of the Securities Exchange Act ot 1934 as are 
punted in the appendix to this regulation, except that the term "bank" docs 
not include a bank which is a member ot a national secuiities exchange. 

(/) The tcun "stock” includes any security commonly known as a stock, any 
voting trust certificate or other instalment representing such a security, and any 
ivai rant or right to subscribe to 01 purchase such a sccuiity. 

Supplement to Regulation U 


(Eflective May 1, 1936) 

For the purpose of section 1 of Regulation U, the maximum loan value of any 
stock, whether or not I'egislcrcd on a national secuiities exchange, shall be 
jg per cent of its current market value, as determined by any icasonablo 
method. 

Loans to brokers and dealers.— Notwithstanding the foregoing, a stock, if 
legtstercd on a national secuiities exchange, shall have a special maximum loan 
value ot Co pei cent of its current market value, as determined by any icasonablo 
method, In the case ot a loan to a broker or dcalei fiom whom the hank 
rccepts in good faith a signed statement to the effect (1) that he is subject to 
:hc provisions or Regulation T (or that he docs not extend or maintain credit 
10 or for customers except in accordance therewith as it he were subject thereto) , 
ind (a) lhaL the securities hypothecated to sccuie the loan are securities can led 
for the account ol his customers other than his partners. 
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salesman’s compensation, 498 if. 
stabilization of prices, 543 
stable market, 350 
stock purchase privilege, 357 
stocks vs., 353-353 ft, 
superior position, 355 
tax-exempt, 858 

total number of habitual buycis, 35a 
yield levels, 84a ff. 

Borrowers, commercial vs investment, 

13 

types, 14 

Bourse, methods, 567 
Biokerage house, 56 
cashier’s department, 89 
clearing house department, 91 
commissions, 97 
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financing, 98 
handling of ordeis, 6i 
margins, 10a 
mgani/ation, 88 IT. 
lelations with customcis, 99 
sci vice lcndeied by, 90 
statement, 94 
statistical department, gi 
wnc system, 103 
Biokeis, financing, ga 
(unctions, 86 
income, g6 
oigam/aLion, 88 
ovei-the-counlei, 105 
regulation of, 153 , 

lclatlon with client, 99 ff. 
souices ol income, 97 ff. 
statement, 94 
Blown Brothcis 8. Co., 27 
Building and loan associations, 193 ff. 
Business, changes in, 385 
"cyclical” changes, 369 
influence on investment, 369 
speculative natuic, 253 
types of fluctuation, 385 
vaiiallons 111 indexes of activity, 386 
Business cycles, 269, 385 
causes, 386, 390 

composite and approximate aflair, 

389 

depression, 399, 401 
influence on the attitude and buy- 
ing power of investors, 405 If, 
international aspects, 404 
lenglh and amplitude, 399 
phases of, 395 
prices and, 391 
problem of forecasting, 405 
piospcrity and dlstiihution, 897 ff. 
relation to an investment policy, 402 
icpresent merely an average of con- 
ditions, 405 
securities and, 399 ff. 
securities during periods, 396 
true nature of, 397 
Buyers, adaptation to needs, 503 
attitude, 504 
education, 503, ff 
general investment, 491 
institutional or professional, 491 
modes of approach, 492 
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Bu>cis — (Continued) 
need for education, flog, 557 
trade, -191 

Byllcsby & Co., H. M., 27 

Call loans, go6 If. 
aid to speculators, 221 
inaiket for, 308 
“tenewal late,” 306 
Canada, blue-sky laws, 54g 
Capital, automatic saving meghanisnx, 
377-278 

available for the purchase of new se- 
curities, 278 
bank ciedit, 274 
control ovex flow, 27s ff. 
cost or price of, 269 
demand, 278, affected by industrial 
giowLh, 281 
expox t, 2915 ff. 

factois influencing growth of, 270 ff. 

foreign financing, ^97 ff. 

foreign markets, 297 

forms of export, 298 ff. 

habitual exporters, 263 

impoitatlon, 297 

maikcl, 12, 16 

meaning, 298 

national habits affect the supply of, 
262 ff. 

net annual addition to, 278 
supply and demand, 277 ff 
varying prices, 228 
volume employed, 281 
(See also Investment.) 

Capital market, 12. 316 
Ameiican, 215 
beginnings, 204 
control of, 317 
defined, 12 

effect of excessive activity, 321 
growth of Ametican, 225 
limitations, 16 
relatively uniform rates, 302 
(See also Money maiket.) 
Carmarthen, Marquis of, 212 
Casualty insurance companies, 161 
Certain Rich Men, Meade Minni- 
gcrotje, 223 n. 

'‘Chains," 287 


Chapter of Erie and Other Essays, 
Charles Francis and Henry Adams, 

227 *>• 

Charitable oxgani/ations, investments 
ol, 146 

Chase, Salmon Pox Hand, 222 
Chase Economic Bulletin, The, 12 1 n. 
Chase Secuiltics Corp , 29 
Chesapeake & Ohio R. R , 225 
Chile, official bankets, 425 
Chuichcs, investments of, 146 
City mortgage banking, development, 

>83 

undeveloped, 172 

Civil Wax, effect of finance methods, 
221 

Claike & Co., E. W., 222 
Collateral loans, 308 
Colleges, investments of, 170 
Commercial and Financial Chronicle, 
The, 279 n. 

Commercial banking, early methods, 
216 

functions, 13, 82 
investment departments, 29 
revolution, 162 
savings department, 121, 124 
time deposits, 62, 121, 124 
Commissaires, 566 

"Common and Preferred Stocks as In- 
vestments," James Roy Jackson, 
867 n. 

Common Slocks as Long-tevn Invest - 
ments, Edgar Laxvience Smith, 
844 »■ 

Competition, lack of fair, 421 
Competitive bidding, arguments pro 
and con, 428 

Comptoir National d'Escompte, 565 
Conant, Charles A., on industrial capi- 
talization, 233 n > 

Connecticut, anti-fraud type of law, 
653 n. 

Consols, 342 

Contemporary Review, 229 n. 

Cooke, Jay, 22s 
failure, 226 

knowledge of psychology, 223 
railroad financing, 225 
remaikable bond sales, 223 
Cotcoxan Sc Riggs, 219 
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Corpoiations, at n. 
bond sales, 347 n. 

European procedure, 348 
institutional investois, 353 
investments, iba 
investois, 158 

large sums available for geneial in- 
vestment, 170 

r 61 e m economic organization, 16a 
suiplus, 167 

Cost accounting, analyses. 436 if. 

applied to investment banking, 136 
Coulisse , 566 

Cournot, A. A., on business changes, 
386 

Credit, control of investment, 317 ff 
Credit Fian^ais, 5G6 
Credit Lyonnais, 565 
Credit Mobilier, 566 
Cycle. See Business cycles. 

“D” bank, 568 
Dawes plan, 140 
Dealers, licensing, 545 if. 

resident within the state, 547 
Deflation, 837 

Delawaie, no security legislation, 544 
Devaluation, 345 
Dillon, Read & Co., s8 
Discietionary funds, 527 
Distributing syndicates, abuses, 4gg 
aims, 463 

canying unsold securities, 447 
choosing the list, 465 
commissions, 436 
description of issue, 431 
general agreement, 440 if. 
item on account, 440 if. 
letter of invitation, 40g 
method of handling subscriptions, 
441 

opeiation, 463 
"over-tiading," 480 
prevention of price-cutting, 480 
profit, 480 
lecords, 48a 

registration under Securities Act, 48a 
repurchased securities, 47a 
"shading,” 479 
types, 465 
winding up, 48a 
Diversification, 534 


Dodge bi others, 549 
secuiitics, 879 
stock sale, 17 
Domestic financing, 315 
Diew, Daniel, new type of financier, 
ai8 

stock manipulation, aa6 
Diew, Robinson & Co., ai8 
Diexel & Co., a8, aaa 
duPont de Nemouis Co., scope of ac- 
tivities, 166 
suiplus, 167 

Eleemosynaiy institutions as investois, 
167, 17 d 

gaining the contiol of money, 169 
(Sec also Chai liable organiza- 
tions.) 

Emeiy, H. C, on manipulation of se- 
curities, 377 and n. 

England, banks, 561 n. 

Baling failure, 125 
biokets, 495 
consols, 34a 

coiporation piocedinc, 164 
dismteicstcd advice in maikets, 37a 
financial holding companies, 134 
investment banking mechanism, 560 
investment trusts, 365 
pegging the maiket not usual, 364 
purchase of American securities, 216 
security issuance, 56a IT. 

South Sea bubble, 373 
stock exchange, 5O3 
Equitable Trust Co , 28 
Eiie Canal, a 10 
Erie Railroad, ai8 

Essays in the Earlier History of Amer- 
ican Corpoiations, Joseph S. Davis, 
ao8 n 

Europe, corporate policy, 348 
financing of, 295 
Evening Post, New York, ao8 
Exemptions, 41,5 

Farm land banks, joint-stock type, 177- 
178 

marketing methods, 177 „ 

Farm Loan Act, 176-178 
Farmers' Fire Insuiancc & Loan Co., 
‘85 

Fanners’ Loan & Trust Co., 135 
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il Farm Moitgagc Corpoiation, 
*8 

il Land Bank System, 176 
■ used, 178 
micnt, 179 

d regulation of securities, 5157 

il Reserve Act, *35, 176 n., 318 

ngs deposits, 121 

t poweis, 135 

il Reserve Bank, 7 

lit lunctions, 330 

rts at qualitative cicdit control, 

!• 

ign cuitency, 332 

■ces of brokets' loans, 3313 

il Reserve Bank ol New Yoik, 

>8 

il Reserve Boatd, 336 
il Rcseive System a soiuce of 
oney supply, 33O, 1764 
il scciuittcs control, 4a 
options, 415 
competition, 421 
Issues, 411 
ipectus, 416 

:c companies, Biitlsh, 13) 

:tal holding companies, 134 

:ing, channels ol lowest tost, 293 

ign. «95 tf- 

te. foi new, 299 

:s of (dingiatn) , 292 

ring an Empire — T-Iislmv of 

an king in Illinois, 218 

asurance companies, 1O1 

Bank of the United Slates, 207, 

.0 

ire, 217 

ne to recharter, 209 

ign loans, 214 

Jos ton Corp., 49 

National Bank of New York, 28 

, Irving, 347 

fames, slock manipulation, 226 
: Hatch, failure, 228 
trader, 65 

Motors Co., investment power 
ieldcd by, 299 
;n exchange restriction, 313 
Yean of American Finance, A. D. 
oyes, 229 n. 

lations, investments of, iG8 


Fiance, banquet d’affaires, 566 
brokciagc business, 567 
financial holding companies, 134 
personal contact selling, 567 
security distributor, 567 
types of institutions, 565 IL 
Franklin, Benjamin, on financial mis- 
sion, 205 

French, Ficd F„ 187 

Gallatin, Albeit, 209 
Genet al Electric Co, 299 
Geneiul History of Banking, A, 
Thomas H. Goddard, 216 
General Motors Coip., 166 
General Economic Cycles, Heniy Lud- 
low Moore, 38G 11. 

Geunany, bond sales in the United 
States, 140 

blanch banking in, 1372 
financial holding companies, 134 
ioieign investment, 297 
gieat "D" banks, 3G8 
"investment guaiantecd” market, 
570 

medieval bankeis, 4 
municipal and cooperative savings 
banks, 571 

pcisonal contact selling, 572 
pm chase of Ameiican securities, 225 
savings banks, 112 
sccuuly laws, 501 
stock exchange, 579 
Gii aid, Stephen, 209 
Gold Reserve Act of 1934, 332 
Goldman Sachs Ti acting & Financial 

Corp., 131 

Could, Jay, lnteicst in railroads, 219 
slock manipulation, 227 
Government, control ovei investment 
a edit, 326 
credit control, 327 

Great Atlantic and Pacific Tea Co., 
stock sales, 17 

Grcal Biitain. See England. 

Greece, securities issues, 24 11. 
Guaranteed mortgage, 186 
Guaianty Trust Co., 28 

Hallgartcn & Co., 28 
Halsey, Stuart & Co„ 28 
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Hamilton, Alexander, funding scheme, 

Insurance companies — ( Continued ) 

205 

use of funds, 148, 150 

taking over of state debts, 206 

{See also Life insuiance com- 

Hairiman, E. H., purchase of railroads. 

panies ) 

230 

Insured mortgages, 195 

Harris, Forbes & Co., 23, 228 

Interest, definition of, 302 ff. 

Harris & Co., N. W., 228 

effects, 303 

Harvaid Univeisity, common stock 

laclois affecting, 323 

holdings, 168 

fluctuations, 324 

Haute banque, 5G6 

function, 303 

Heine et Cie., 566 

lates, 123. 323 

Hill, James J., puiclme of lailioads. 

International banking, dominant, 228 

230 

lisc of, 224 n. 

“Histoiy of American Investment 

Intel national Haivcslei Co., 299 

Banking,” William L. Raymand, 

International Mercantile Maiine Corp., 

229 

231 

Histoiy of the United Stales, Edwaid 

International Telephone & Telegraph 

Channing, 205 

Co., 299 

Holding companies, 124, 134 

Inventoiy policy, scientific basis 

Holland, 204 

needed, 447 

investment opportunities, 2C5 

Investing in Purchasing Potuei, Ken- 

purchase of American securities, 225 

neth S. Van Strum, 342 

tulip craze, 373 

Investment, activity of demand for, 262 

Home Owners Loan Coip„ 195 

application of wealth, 248 

Hope 8: Co, 214 

banking mechanism, 266 ff. 

Hospitals, investments of, 146 

business cycles and, 269 

Hottinguer et Cie , 215 

buying foi income, 363 

channels for now financing proposals, 

Impoits, capital, 212 

422 ff. 

Indiana, blue-sky law, 545 IT. 

ci edit conti oi, 266 

Industrial Revolution, 205 

ciedit risk, 252 

Induslnes, couise of evolution, 286 

defined, 264, 360 

financing, 283 If. 

diffeienccs between Ameiican ancl 

new ventuie, 286 

foreign piaclice, 571 ff. 

Industry, authorized capitalization, 

extent of risk, 252 

233 n. 

faclois of supply and demand, 261 

effect on capital, 263 

flow of new capital, 257 II. 

inflation, 345 

foreign market, 294 ff. 

new type of securities, 23a 

fiec capital, 269 

small enterprises, 225 

Income on, 254 

Institutions, changing forms, 20 

institutional, 258 ff. 

development, 21 

Intel est rate, 273 

investing, 111 ff 

marginal pioductivity, 271 

investment counsel, 141 

measurement, 259 

security selling, 31 

need for credit contiol, 313 

types, 6 ff., 14, 142 

normal adjustment, 272 

{See also Banks, Investment 

over- and under-saving* 237, 272 

banking ) 

piocess of converting funds into capi- 

Insurance companies, British, 564 

tal, 262 

management, 148 

relation to money incomes, 231 

types, 146 

relations with foreign markets, 273 
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Investment — ( Continued ) 
relative position ot different indus- 
tries in, aGi 
risk in, 85a 
saving power, a.155 
social aspect ol, 347 IT. 
specialization, 33 
theories of, 345 ff. 
types of ciedit control, 317 
(See also Capital ) 

Investment bankcis, defined, 13 n, 
middlemen foi investors, 34 
Investment Bankeis Association of 
Amcnca, 557 

on compensating salesmen, 496 
report on cost accounting, 43 n. 
Investment banking, 10 
accounting department, 43 
bank credit, 47 
Banking Act of 1933, 3-4 
beginnings, 303 ff. 
branch organization, 33, 41 
change in, after Civil War, 331; after 
War of 181s, 3io 
chait, 19 

commercial vs„ 13 
consolidation, sag ff. 
credit contiol by, 315 
defined, 13 

development of middlemen, aai 
financial problems. 45 
giowth, 318 

history of American, sot ff. 
institutions (see separate item.) 
issue-buying, 36 
kinds, 36 ff 

multiplication of indirect investing 
organizations, 575 

need for inci casing its efficiency and 
effectiveness, 575 
organization, 33 
organized to leducc risks, 374 
origin, 303 
recupeiallon, 318 
lcgulation, 338 
sales department, 39 
scope, 3 ^ 

statistical dcpaitmcnl, 43 
tendencies, 373 fl. 
three historical eras, 303 ff. 
trading department, 40 


Investment banking— (Continued) 
transition in, 30 
trust, 339 ff. 

Investment counsel, 141, 143 

Investment Dealers Audit Association, 
California, 4g n 

Investment fund, advantages, 130 
piactice of, *30 

under Revenue Act of 1936, 130 

Investment house, 33 

Investment Research Committee of the 
Financial Advertiseis Association, 
494 

Investment trusts, 134, 133 
accounting practice, 138 
advantages, is6 
affiliations, 139 
bankeis’-share type, 133 
British, 135, is g > 129 
defined, 134, 135 
evolution, 136, 137 
fixed, 133-133 

general management type, 137-139 
most ubiquitous type, 134 
mutual, 130 

piocess of turnover, 535 
publication of holdings, 130 
regulation, 131-133, 533 ff 
specialized management type, 187- 
132. 529 

Investor, appraisal of investing institu- 
tions, 143, 143 
commitments, 17-18 
"dealci," 36 

institutional, 145 ff., 170 
mode of payment, 478 
need of, 503 

Italy, Lombaid bankers, 4 
official bankeis, 433 

Jackson, James Roy, statistical study, 
S57 11 • 

Jackson, Picsident, 313 

Joint account, accounting entries, 440 
essential features, 339 

Journal of Business of the University 
of Chicago, 159 n. 

Journal of Commerce, New York, 137 

Journal of the American Statistical As- 
sociation, 333 n. 
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Kansas, blue-sky laws, 546 
laws governing sales of securities 334 

Kuhn, Loeb & Co., 435 

Labor the lesult of improved processes, 
348 ' 

Laws, failure to pass federal, on use of 
mails, 334 
first blue-sky, 343 

(See also Regulation.) 

Lee, Higginson & Co., a8 

Legislation (securities) ,411 if. 

Legislation Committee of the Invest- 
ment Bankets Association, 556 
on blue-sky law, 547 

Lite insurance, as an investment, 
155 & 

combined with investment, 159 
functions, 158 
growth of assets, 153 
investment return, 155 
types, 136-157 

Life msuiance companies, funds used 
by bankers, 153 
Hughes investigation, 338 
investments, 133, 158 
laws governing investments, 153 
level premium plan of payment, 135 
sources of income, 157 

Lite Insuiance Presidents, Association 

of, 153 

Liquidation, causes, ggg 

Listing, problem of, gis if. 

Little, Jacob, new type of financier, 
318 

Lloyd’s bank, 361 n. 

Loans, brokers', 306 IT. 
loreign, 335 
sources, 310 
volume, 309 

London Stock Exchange, 311, 563 
distribution ot new security flota- 
tions, 564 

Louisiana Purchase, 307 

Mallet Frfcres ct Cie., 366 

Management, by investment jrust, gao 
constant process of appicciation, 332 
diversification, 334 
function, 530 
institution, 538 
legal responsibility, 53a ft. 


Management — (Continued) 
of discretionary and dictated funds, 
536 if. 

policy as to sales, 335 
requirements, 536 
theory, 537 ff 

Manipulation, an important factor, 
883 

effect on investment sccuiities, 376 
iactois in, 378 if. 

"Insideis," 378 
Matkel, contiol, 509 
maintenance, 506 
significance of term, 306 
Martin Act, 533 
Maryland secuiiLy laws, 544, 553 
Massachusetts, trustee investments, 
139 n. 

Massachusetts Acts and Resolves , 1793- 
1793, 304 n. 

Massachusetts Banking Commissioners, 
repot l on speculation, sso 
Massachusetts Hospital Life Insuiance 
Co., 135 

McFadden Act or 1937, ibi 
M endelsohn & Co., 569 
Mcmck vs. Halsey, 543 n. 

Michigan, blue-sky laws, 543 
copper resources developed, 333 
Midland Bank, 561 n. 

Migration of Btilish Capital to 1873, 
The, L. H. Jenks, 307 n. 

Mill, John Small, on speculation, 369 
Mississippi bond issue, 813 
Mitchell, Wesley Clait, 386 
Money, changing value of, 341 if. 

pui chasing power, 343 
Money market, 861 IT. 
analysis, 4go 
artificial character, 373 
call rate, 396 
commercial paper, 313 
control, sog ff, 
definition of Interest, gos ft. 
effect, of changes in, 316 ft.; of 
tightening of rates, 319 ff. 
interest in, 30a 
international aspects, 313 ff. 
oiders above and below the current 
price, 309 

other sections ot the, sii ft. 
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price stability, 1506 IT. 
problem of listing, 51s IF. 
scope, 301 

sinking fund device, 511 
stock (sec Stock market.) 
trades only in loans and obligations, 
30s 

types of loans, 3015 IT. 
typical rates of interest, 311 IT. 
volume of speculative and manipula- 
tive activity, 574 

Moody, John, bond-rating system, 50* 
Moody Invcstois’ Seivice, 50a 
Moore, Henry Ludlow, 386 n. 
Morgan, Gienfcll & Co., 314, 561 
Morgan & Co., J. P., 134, 4*5 
Morris, Robeit, lianhei and commis- 
sary, S05 

Morris Canal & Banking Co., 313 
Mortgage banking, 10 
bonds, 186-187 
definition, 17a n. 
farm credit, 173 
fundamental principles, 171 
gcnctal service, aoo 
growth in the United States, 173 
middlemen, 183 
principles of, 196 

profitable to boi rower and lender, 
174 

purpose, 171 

two major divisions, 173 

types, 173 

Mutual savings banks, defined, ns, 
193 

depositor’s advantage, 113, 194 
development, 11 a, 114, 119 
future, 119, iso 
investments of, 118 
organization and operation, 114 
practice since depression, 118 
restrictions, 116-117 

Napoleonic Wars, ao6 
National Association of Securities Com- 
missioners, 558 

on nced*for education of invcstois, 
657 

National Bank Act, 1 31, 324 
National banks, 8 
savings deposit leports, is.] 
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"National Finances,” Bankers' Maga- 
zine ', sio n. 

National Provincial Bank, 561 n. 
Negotiable bonds, 34 n. 

New Boaid of Brokeis, 319 
“New Deal," 239 
New Jeiscy, anti -fi and law, 553 
security laws, 553 

New Yoik, Ontano & Western R. R., 

New Yoik Cential R. R. Co., 330 
New Yoik City, early banking, 815 
financial supremacy, 319 
New Yoik Club, exemptions, 548 
listing, 549 

New Yoik State, anti-fraud law, 544 
bonds first quoted, 811 
institutional investors, 145 
insurance laws, 153 
new indubliies, 386 
security laws, 553 

New Yoik Stock Exchange, 58, 63, 78, 
73. 74- *33. 3°fi> 308, 518, 554 
activities, 73 fT. 
committees, 74 

compilation of brokers’ loans, 309 
exemptions, 548 
expansion, 73 
functions, 73 
government, 75 
giowth, 333 
listings, 76 
machinciy, 81 
members, 64 
odd-lot dcalcis in, 65 
organization, 68 

Nero York Stock Exchange, The, E. C. 

Stedman, sog n. 

Niles Regis lei, 311 n. 

Northern Pacific R. R., 325, 330 
Noyes, A. D., on America’s financial 
position, 339 

Offerings, “opening the books,” 476 if. 

statements, 478 
Ohio, blue-sky laws, 543 
“Origin of Repudiation, The,” Bank- 
ers' Magazine, 314 
Over-the-counter dealers, 58 

Panic of 1837, 7Vic, R. C. McGrane, 
s 16 n. 
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Panics, 1837, 214 
1873, ss6 
1893, £88 

1907. 883 

1989. 837 

reflect ovei -production, 3gg 
Parish, David, 209 
Parquet, 567 

Participation, table of, 37 
Peabody, Fiancis B., early moitgage 
bankei, si 8 

Peabody, Geoige, founding of invest- 
ment house, 314 
Peabody, Smith & Co., ai8 n. 
Pennsylvania, security dealers, 548 
state loan, ssa 

Philadelphia, eaily banking, 816 
first stock exchange, sog 
rival of New York, S19 
Pigou, on English secuiities, 55 
Pool operations, 515 <T. 
accumulation, 519 
advancing the price, 518 
distribution, 515 
ways of forming pools, 515 
Postal savings system, iao 
Price, 'Waterhouse & Co , 49 n. 

Prices, after passing into the hands of 
the public, 507 
changes, 345 
cyclical movement, 535 
fluctuation meanings, 507 
importance, 391 
new security issue, 435 
ultimately dependent upon under- 
lying worth, 5 18 

Prime, Nathaniel, fiist private banker 
in New York City, 313 n. 

Prime, Ward 8c King, 313 
Public utilities, 383 
communications industries, s8g 
impoitance of securities, 333 
responsible for much refunding, 383 
Purchase agreement, chief items, 433 

Railroads, building, 334 if. 
capital attracted to, 335 
collapse, 8 s 6 
consolidation, 339 
investing, 281 rt. 
regulation of securities, 356 
securities floated, 330 


Railroads — ( Continued ) 
secunty, s8i if. 
stocks speculative, 887 

Reading R. R., 330 

Real estate, financing, tgg 
sound city financing, 300 
statistics, 352 
types of city, 186 

Regulation, anti-fiaud laws, 543 
broadening of legal requirements, 
501 ir 

cooperative, 557 
exemptions, 548 
fcdeiai, 556 
histoiy, 54a 

investment securities, 542 if. 
invesLmenL 1111st, 551 if 
of dealers, 545 il. 
of public utilities, 553 
of specific issues, 553 If. 
of the trust instrument, 537 IT. 
tests applied by state commissions, 
554 

os. education, 557 

Report on Foieign Holdings of Amer- 
ican Secuiities, sso n. 

Reserve Banks and the Money Market, 
The, W R, Burgess, 318 n. 

Revenue Act of 1936, 1G6 

Revolutionary War banking, 304 

Robinson, Lcland Rex, on investment 
trusts, 137 n. 

Rome, securities issued, 34 n. 

Rothschild, house of, 315 
lefusal to iccognize United Slates 
securities, 215 

Rural credit extension, methods, 

»74 ff- 

Ruial mortgage banking legislation, 
177 

Russia, ownership of wealth, 263 

Salesmen, bond, 494, 571 
compensation, 496 IL 
motives, 571 

Savings banks, 10, 380 
defined, 1 13 *■ 

mortgage loans, 193 
mutual, 113-117 

organization and operation, 114-116 
stock savings, 114 
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Schoenberg, August, representative for 
Rothschild, a 19 
Scully, C. Allison, 355 
Second Bank of the United Stales, 
failtue, 318 
Securities, 429 
Act of 1931, 5 >0 

aflected by thanges m the business 
cycle, 381} ir 

application oL cost accounting prin- 
ciples, 433 
audit, 430 
banking, 424 it. 
banking gioup, 443 
buyeis, 146 
cairied on credit, 379 
central i/alion in tiading, 73 
circulais, 476 

classes, of buyers, 491; of domestic 
issues, a8 1 fl. 
competition, 424 

contacts with financial institutions, 
435 

copper, sag 

delaying the payment, 478 
demand, 17 

distribution, of lisks, 366; the prob- 
lem of, 447 

effort to appoition holdings, 534 
engineering examination, 431 
exchange methods, 13 
field representatives, 436 
foreign, 829 

foreign holdings in, 219, aao 
foreign slock issues, 294 
fiaudulcul, 234 

gencial and commercial investiga- 
tions, 429 

handling special nation, 31 

houses, 84 

hybrid, 357 

internationalizing, 31a 

interptetation of new, 277 IT, 

inventory policy, 447 

issues In Gieecc and Rome, 24 n. 

joint account, 439 

legal distinction, 339 

legal examination, 431 

listing, 5 ts 

loans to carry, 310 

marketability lest, 523 

middlemen ( see Investment bankcis.) 
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